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FOREWORD 

By SIR J GEORGE BEHARRELL, D S 0 

This is the third occasion I have had the pleasure of writing 
a foreword to a new edition of /‘Principles of Auditing ” 
I feel much honoured to be asked to write a foreword to 
the Tenth Edition 

The frequency with which new editions are called for is 
the best possible tiibute to the popularity of the book and 
to the keen desire to study the ney^ additional features which 
the Author has felt it necessary to incorporate in each 
succeeding edition 

It seems to me to be a clear indication, that accountants 
are more than ever reahzmg their great responsibilities, 
the supreme importance of which, to the business world in 
present difficult and changing conditions, is undoubtedly 
greater than ever before 

The form of the presentation of accounts is still an out- 
standing question, but as more and more study is given to 
the problem, there becomes apparent a gradual and definite 
improvement to the advantage both of management and 
the investmg public 

The trad which the Author has blazed is securing more 
and more followers and, as a result of further discussion 
and expenence, I smcerely hope that the presentation of 
the accounts of holdmg companies may be further improved 
and standardized rather by consent than by force 

All the additions to the new edition are important and 
extremely helpful 

St James’s House, J GEORGE BEHARRELL 

St James's Street, 

London, S W i 
1938 



PRKl'ACl^: TO 'illK RKPRINT OF TOE 
TENTH EOmON 

SiscL the. puhlu.itiou of the lonlh Edition of this book 
the outstandini' e\ont in the \sorld of Atcountanc\, apaif^ 
fioni the wai. Iw*^ ljui'en the publication bv the Institute of 
( haiteu'ci kccimutants m Enf^land and Wales of a sericb 
of reionimendatiuns re^aithnu: accouatini^ piintiples 
When, theicfoie, ni\ publishers informed me that the 
stock of the pieseJit edition was fast uumnij^ out, my lirst 
impulse was to ic-wiite the paits of the book aftccted by 
llie Institute’s reconunendatioiis, but in the fust place tlic 
recomrnuuUtions published to date iiie closeR in line with 
the evisting text of this book and ,ilso the senes of iccom- 
mendations is bj no means complete Furtheimoie, the 
whole text will lequire extensice rc-wnting m the near 
futuie upon the amendment of company law as a conse- 
quence of the recommendations of the Cohen Committee 
Apait from the foregoing considerations my publishers 
strongly urged reprinting the existing edition owing to 
technical war-time difficulties It was therefore decided to 
repnnt, but m order to bnng the book up to date there has 
beem added an Appendix "C" containing a reprint of the 
Institute's recommendations referred to above This will 
enable the reader to compaie the original text with these 
recommendations, and thus obtain a clear view of what is 
regarded as the best current practice 
I wish to take this opportunity of thanking sincerely 
the Council of the Institute for Icindly agreeing to the 
inclusion of these recommendations in Appendix “C " 

F R. M de PAULA 

8 PA 1 .ACB GaTB 

Lonpob, W 8 

Pbcsmbbr, 1944 



PREFACE TO THE TENTH EDITION 

Since the pubhcation of the last edition of this book some 
twelve months ago, the most important event m the world 
of Accountancy has been the holdmg of the fifth Inter- 
national Congress on Accopntmg in Berhn, during that 
eventful month of September, 1938 
" At that Congress, particular attention was directed to 
the all-important subject of the accounts of holding 
companies The papers submitted upon this subject are 
well worthy of close study 

I have taken this opportunity to revise carefully Chapters 
XIII and XIV, which deal with the accounts and audit of 
holdmg companies, m the light of the discussions on this 
subject at the recent International Congress 
In particular, m Chapter XIV, I have mtroduccd a new 
section in which I have attempted to define the general 
prmciples govemmg the valuation of shares m, and 
advances to, subsidiary companies 
It is now some ten years since I first advocated the 
inclusion in the Appropriation Account and the Balance 
Sheet of proposed dividends There are differences of 
opmion on this pomt, but in recent years an evter-mcreasing 
number of companies have adopted this form of presenta- 
tion I have taken this opportunity to rewrite the section 
in Chapter XIII dealmg with this subject By kmd per- 
mission of the Editor of Accotmtancy, this revision is based 
upon an article which I wrote for that Journal and which 
appeared m the issue for October, 1938 
As regards the unorthodox views upon the subject of 
the valuation of inventories which I origmaUy put forward 
in the Eighth Edition (Chapter VI), I have carefully recon- 
sidered the whole of this chapter, m the hght of subsequent 
discussions which I have had with many accountants and 
mdustnahsts I have made mmOr alterations and additions, 
but I have not altered the main hne of argument 

I have dealt, m this edition, with the recent case of 
Brown v Gaumont Br^Ush Ptcture CorporaUon, which raises 
an important question of interest to Auditors 
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PREF-VCr TO THL n'NlH TDITION 


In Appendix “A,” I have substituted the 1937 Reports 
and Accounts of the Dunlop Kubbei Company, Ltd , 
Dunlop Cotton Mills, Ltd , and Dunlop Plantations Ltd , 
m place of those for the >eai 1936 
Once again I wish to take this oppoi tumty of expressing 
my most sincere thanks to Mi Sidney II Moarns, C A , 
of Messrs Whiiuiey, Smith and Whinncy, for the invaluable 
help that he has afforded me m connexion with this book 
durirrg the many years of our association and friendship 
I also wish to thank most sincerely my old friend Sfr 
George Behan ell foi again so kindly wntmg the foreword 

R R M do PAULA 

St Jambs s Howw 

St Jambs s StkI'ft, 

London, S W r 
193s 



PREFACE TO THE EIGHTH EDITION 

The publication of this edition coincides as nearly as 
possible with the coming of age of tins book, the first edition 
of which I wrote m the early part of that fateful year 
1914 

I have taken advantage of a business jouiney round the 
w’orld, mvolving many long weeks at sea, to thmk out anew 
the whole of the text, and to bnng it all up to date, and, I 
hope, in hne with modern thought and practice In order to 
effect this I have had to expand the book from the original 
ten chapters to fourteen 

Looking back over the twenty-one years which have 
elapsed since the book was first written, one cannot fail to 
feel greatly impressed with the profound changes and 
developments which have occurred in the world of 
Accountancy 

One very remarkable feature has been the rapid growth 
and development of the profession all over the world In 
fact, this trend has been one of the most notable evolutions 
in industry and commerce during the past generation 
At the same time the outlook of accountants has, m some 
directions, entirely changed Perhaps no event throughout 
the whole penod has had so profound an effect on the views 
of the profession as the Royal Mail Steam Packet case, 
winch undoubtedly will be regarded m the future as an 
outstanding landmark 

In 1933 there was held m London the International Con- 
gress on Accounting, which gave the profession an ideal 
opportunity to take stock of the position as regards this and 
other vital matters 

In my opinion, the proceedings of that Congress represent 
a contnbution of the first importance m the world of 
Accountancy They reveal clearly that the profession is 
mouldmg defimte principles in regard to the serious pro- 
blems mvolved m the Royal Mail Steam Packet Company 
case 

The evolution and development of the holding company 
has created very difficult and comphcated questions in 
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connevion with tho foim t)f pu'bciitdtion and the audit 
of the accounts of these coinparuc's When I was a student 
we heard nothing of these matters, but to-day they are 
burning pioblems about which every accountant should 
have knowledge 

I have, theiofoie, added two entirely new chapters, one, 
Chapter XIII, dealing with the fonn of presentation of the ^ 
accounts of holding companies, and the other, Chapter XIV, 
dealing with the main points arising in connexion with the 
audit of those accounts The former is based upon a lectufe 
which I delivered at Birmingham Umversity and before 
various of the Charteied Accountants Student Societies 

In Appendix A the 1934 Report and Accounts of the Dunlop 
Rubber Company, Ltd , are shown I he form of presenta- 
tion of these Accounts, with the designing of which I was 
intimately conceined, has I think broken new giound and 
answers many of the criticisms which have been directed 
against the common form of presentation For this leason 
I feel that readers may be mterested to study this Appendix 
m conjunction with Chapter XIII 

For some time I have been disturbed by the fact that in 
practice so many different bases are utihzed for the purpose 
of the valuation of mventones We have an accepted 
slogan that the basis should be the lower of cost or market 
value, but the profession collectively has not attempted to 
define what precisely is meant by either cost or market 
value 

The valuation of mventones is a matter of such vital 
importance that obviously every effort should be made to 
secure agreement upon basic and uniform principles for the 
assistance and guidance of mdustry and practitioners 

I have, therefore, endeavoured to thmk this problem out 
afresh and to suggest basic pnnciples Tins I have done in 
a new Chapter VI In some directions the principles I have 
suggested are diametneaUy opposed to accepted practice 
and iherefore many may not agree with them* If, however, 
this atteanpi to establish basic principles leads to a general 
disctission upon this vital matter, then it wdl have been 
well worth while, for the subject is one which urgently 
requires the careful consideration of the profession 

I have also for many years been worried by the fact that 
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there are m use so many different methods for the calcula- 
tion of depreciation, all of which give different results In 
Chapter VII I have discussed this problem fully I do 
feel that this also is a matter upon which the profession 
should make up its mind 

The chapter upon the legal position of auditors had 
become unduly long owmg to the addition from time to time 
of recent cases I have, 'therefore, spht this chapter into two, 
Chapters XI and XII 

Throughout this book I have endeavoured to reflect the 
latest views of the profession by quoting from and referring 
to the most important and representative papers given at the 
recent congress and elsewhere, thus I hope enabling my 
readers to obtain a clear view of the opimons held by the 
leaders of the profession upon the problems that are per- 
plexing aU of us 

Wherever I feel my own views to be unorthodox I have 
called attention to the fact, and have endeavoured to state 
clearly the traditional view as well as my own 

I have also revised the set of examination papers appear- 
ing m Appendix B m order to bring them up to date and I 
have added a number of questions upon holding com- 
panies The total number of questions has grown since the 
first edition from one hundred to one hundred and fifty 

I am glad to take this opportumty of expressing my most 
sincere thanks to my friend Mr Sidney H Mearns, C A , 
of Messrs Whmney, Smith & Whinney, for the invaluable 
help that he has afforded me m connexion with the additions 
to and revisions of this edition Mr Mearns has most 
generously given me the great benefit of his wide experience, 
and sound advice 

I also wish to thank my old fnend and colleague. Sir 
George Beharrell, most sincerely for so kindly writing a 
foreword 

I hope that m its enlarged and revised form this book 
will be helpful to readers, from whom I shall always be 
pleased to receive suggestions for its improvement 

F R M de PAULA 

Sx James s House, 

St James s Street, 

London, S W t 
1936 



PREFACE TO THE FIRST EDITION 


iHE subject of Auditin{( is so v.ust that the standaid \sorks, 
of necessity, are somewhat lengthy and cumbersome books, 
and a consideiable part of the matter contained therein is 
intended for practitioners only Tlus book has been written 
primarily for students, with the object of providing a book 
of convenient size, and at a reasonable cost, that will deal 
with all the general pnnciples that govern every audit, 
and so form a stepping-stone to the larger works 
I have endeavoured to cover the w'hole of the ground- 
work with which every student of auditing must be kmiliar 
and to explain the principles and reasons underlying each 
subject dealt with On the other hand, owing to lack of 
space, I have omitted specialized subjects, such as the differ- 
ent classes of audits and investigations , for if all these were 
mcluded the whole book would have had to be condensed 
so considerably that it would have been impossible ade- 
quately to discuss the important root prmciples that apply 
to every audit For the same reason all the various Acts 
of Parliament to which auditors have at times to refer have 
been omitted, but the sections of the Companies Act, with 
which every auditor must be famdiar, have been included 
The appendix contains one hundred examination ques- 
tions, wDch run m order with the text of the book, and it 
IS thought that these wdi prove of value to students for 
the purpose of testmg their knowledge with a view to pre- 
paring for exammations 

1 would take this opportunity of thanking most smeerely 
Mr Herbert Jacobs, B A., Bamster-at-Law, and Mr David 
W, Coates, M A , LL B , A C A , for the very valuable 
assistance that they have afforded me 
I shah appreciate greatly any suggestions or opinions 
from readers, whom I hope this book may assist to acquire; 
a thorough and practical knowledge of the pnnciples of 
auditihg 

F R M de PAULA 

1914 
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THE PRINCIPLES OF 
AUDITING 


CHAPTER I 

INTRODUCTORY 

The practice of auditing can be traced back to ancient 
times, but the accountancy prdfession as it exists to-day 
was estabhshed only in the latter part of the mneteenth 
century For example, the Institute of Chartered Account- 
ants in England and Wales was incorporated by Royal 
Qharter on the iith May, 1880 

In this country, during the mneteenth century, mdustrial^ 
enterpnse was greatly expanded owing to the coming of the 
steam age and the consequent mechanization of industry 
/^he evolution of the mechanized factory involved the pro- 
vision of finance far in excess of that required by industry 
uinder the old-fashioned hand methods 
; Ongmally mdividual concerns were owned and financed 
by either a sole proprietor or a partnership, and naturally 
under this type of organization the finance and credit 
available was limited to that which the owners themselVes 
could provide and mfluence iFor this reason, therefore, the 
capital available for mdustry w^ strictly hmitedy 

introduction of the joint stock company greatly 
widened the possibihty of raismg capital for mdustr^ As 
the liability of each shareholder was hmited, it was possible 
to offer shares to the pubhc and thus industry opened up a 
vast supply of capital (Thus in course of time the joint 
stock company largely took the place of the small pnvately 
owned busmess j 

Under the company form of organization the shareholders 
as a body delegate the management of the imdertakmg to a 
Board of Directors and periodically the Board submits to 
the shareholders the accounts of the company in order that 
the members may be enabled to see the financial position 
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of and the piogioss of tho nndt it. iking in wliuh the\ are 
inloiested 

In tlii'se iiummtaiKos tho neul atoNi- foi snmt* miMiH 
bj which the shaiehokltns as a boch niiglil be satisfied tliat 
the accounts presented to them In their Bnaid of Duectois 
did in fact show a true and conect vu‘\\ of the iinancial 
position of the company It was for this leason. therefoie, 
that the practice devdoiied of appointing an auditor 
whose duty it was to verify on belialf of the shaidiolders , 
the accounts of the Directors, and to u'poit thereon to the 
sharelioldeis Olniously it is impracticable and impossible 
for every shareholder of a company to examine the books 
and records of a company and therefore the shareholders 
as a body appoint an auditor to act for them 

In the early days the auditor appointed was generally a 
shareholder of the Company As howc^ei the auditor com- 
monly had no technical qualifications he was not able to 
carry out an effective audit (For this leason therefoie the 
custom developed of appointing professional auditor§^ 
Under the origmal Companies Acts, a company was not 
bound to pr^ent a Balance Sheet to its shareholders or to have 
Its accounts audited The Companies Act, 1900, first made 
it legally compulsory for every company to appoint auditors 
It was undoubtedly the rapid mcrease m the number of 
joint-stock companies that gave the great impetus to the 
development of the accountancy profession In this country 
to-day the accounts of practically every public company and 
the majonty of partnerships are audited by professional 
accountants and m recent years the accountancy profession 
has expanded greatly m many other directions In con- 
sequence accountants have assumed ever-mcreasmg respon- 
abilities and are playing a vital part m the mdustnal hfe 
of the country. 

pifl^ren^ce Between Accountancy and Auditing 
Originally the work of professional accountants was con- 
$ned, dbiiefL|^ to the chec&gvof the arithmetical accuracy 
of the jdetaded Records of trepsactiems m books of account, 
thp a^eement of the' Tnhi Balance, and the preparation 
of accounts ) In fabtji to whOftpay be d^cribed as " accoun- 
tancy *|#t 'the, all-important part of a 
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professional ^oiyitant’s work is that of a uditi ng The 
difference betweun ac6onhtancj^nH~^difing is not clearly 
understood by many bnsmess men, h bemg thong ht that 
if accounts are^ prepared by a professional accountant, 
he necessarily guarantees their accuracy This, however, 
is far from bemg the case |If an accoumant is mstructed 
merely to prepare accounts from a set of books, the work 
involved would be that of agreemg the Tiial Balance, and 
.thereafter preparmg the Profit and Loss Account and the 
balance Sheet \ He would be acting sifnply as an expert 
accountant, and ^t.m any way as an auditor, he would 
nbTch^kH:h«-bo3kB-^emsidvesrexeept as Tar as would be 
necessary to agree th^ Trial Balance, and he would not 
leport that the position shown by the Balance Sheet was 
correct all he could say would be that the Balance Sheet 
was in accordance with the books Accountants, as experts, 
are often called upon to deal with figures m this way, 
but when domg so, they should be particularly careful to 
pomt out to their chents that they are not carrjnng out an 
audit And they cannot report upon a Balance Sheet as 
bemg correct, unless they have conducted a proper audit 
of the whole of the transactions of the business 
An audit is qu ite d istm ct and jpart from, accountancy^-, 
an.' ahdit^does not entail the preparation of the accounts 
at all, but denotes somethmg mucITi^eT; namely, the 
ination of aJB 3 lmce_.§heetjiid Profit a nd Lo ss Accouaf 
preparedTBy others, together with the books, accounts and 
vouchers relating thereto m such a manner that the auditor 
may be able to satisfy himself and honestly report that, in 
his opmion, such Balance Sheet is properly drawn up so as 
to exhibit a true and correct view of the state of the affairs 
of the particular concern, accortog to the informatio n 
and explana ti ons~ given tp him . . Emd^aJ^show^^ 
books Ahe difference between accountancy and auditing 
was anHmportant factor m the cases of Apfd v Annan 
Dexter & Co and Leech v Stokes and Others^ 

^ audit of a Balance Sheet mvolve s the verification oL 
th^rofit and Loss Account, as the balance of that account 
must be included m some form or other m the former, and 
It entails a detailed exammation of every item in the 
Balance Sheet The auditor's re,sponsibilities as regards 
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the Prolit and Lows Account wt'ie i.Liscd in tlie Royd Mad 
Sieam Packet Co case, which is dealt with in Chapter X 
The Balance Sheet, howevci, is the all-nnportant docu- 
ment, and IS the one to which, in the case of a company, 
an auditors’ repoit refers and to which it is affixed, for the 
Balance Sheet contains m summarized form all the balances 
appearing at a given date in a set of books kept by double 
entry, including the balance upon the Profit and Loss 
Account, after the nominal accounts have been closed by, 
transfer to this latter account The whole of the trans- 
actions of a busmfess should be recorded m its books of 
account, and the c ombined efferi nf all, such, .transactions 
and yhe wjmie financial p osition of the co ncern, should be 
reflecte'dm’the Balance Sheet , and the primary object of an 
audit IS that there may be an independent investigation 
with a view to Ascertaining whether or not such Bdance 
Sheet shows a true reflection of the financial position of the 
concern e-i ^ ^ i-- 1 

In practice aaiditors -often do prepare the Balance Sheet 
and Profit and Loss Account, which accounts they there- 
after audit, but it must be observed that, when preparing 
the accounts, the accountant is acting as accountant and 
not as auditor, and that this work is additional to and 
quite outside lus duties as auditor. The duty of an 
auditor is to check and report upon the completed work 
of others. 


l^laiiLJCJibjac ts of an Audit— Detection of Errors and 


Two main purposes of an audit are the prevention 
and detection of errors and fraud. Errors may consist 
of c jericarerroig . Slher of commission or of ojjussion, and 
errors of prmai^e Eixors of commission are compara- 
tively simple to discover, as the ordmary routme chec kmg^ 
■of T^books should dBclog^Theiiil- JCInder^h^^^ wdl 

mStaS^m postmg an d castmg w ijT aif^t the agreenmnt 
pTtSa Trial Balance !, and their presence wdl thus be re- 
vealed, although the actual detection of the various errors 
that make up the total difference m the books may entail 
a considerahJejrnij^^ dstadrC'heekmg Tlus work can 
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be considerably reduced in large businesses if self-balancing 
ledgers are introduced, as in this way it may be seen at 
once in which ledgers the errors occur There is no way of 
exactly locating the errors, except by checkmg the castings 
and postings until the discrepancies are discovered '^Errors 
in calculations often wiU not be revealed by the audit, for 
such mistakes will not affect the agreement of the books 
for example, if by a mistake in the workmg out of prices, the 
^rong amount be extended in the Sales Day Book, this total 
will be mcluded m the casting up of the Day Book, and 
hence eventually 'vhll find its way to the credit of* the 
Sales Account, while the same amount will be posted to the 
debit of the customer's account in the Sales Ledger, and so 
the Trial Balance will not be affected In the ordmary 
way, it is not considered to be part of an auditor’s duty to 
check the whole of the calculations of the Sales and Bought 
Day Books, but he should ascertain that these are all inde- 
pendently checked by the staff of the busmess whose 
accounts he is auditing, and he should test some of the 
calculations here and there, m order to satisfy himself that 
the mtemal check is being earned out Important calcula- 
tions such as those deahng with depreciation, reserves, 
mtenest on capital, loans, mortgages, etc , however, should 
be checked 

Errors of omission are far more difficult to discover 
than errors of commission, as the former will not affect 
the agreement of the Tnal Balance , such errors will mclude 
the omission to enter invoices in the Bought Day Bdok, 
the omission of sales from the Sales Day Book, the 
non-provision for mterest, rent, salanes, and other such 
outstanding accounts Although the discovery of such omis- 
sions, which point will be dealt with at some length later 
on, forms a very important part of the duty of the auditor, 
yet in a large business he is compelled to rely to a certain 
extent upon the mternal checks in the business itself to assist 
him m the performance of this part of his duty If, however, 
his audit programme is complete and is thoroughly and 
efficiently earned out, most of such omissions should be 
discovered. Errors of omission, made mtentionaJly, may 
affect the results shown by the accounts wexy considerably, 
and so constitute a fraudulent falsification of such accounts 
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Lnors of piiiifipk* m.t\ be tomnutteci puiposelj' oi 
acndentally, and mav affett the accounts considerably, 
if intentional, they may amount to falsification of accounts, 
but, on the othex hand, tliey may aiise quite unintentionally 
through lack of a correct knowledge of the piinciples 
governing the piepaiation of the accounts of a business 
Hence it is necessary that an auditor should have an 
extensive knowledge of accountancy, and should make a 
most thorough investigation if he is to discocer such errors^^ 
winch will include, foi instance, [the mconect allocation 
of expenditure as between capital and revenue, the valua- 
tion of assets upon an incorrect basis, and the inadequate 
provision for depreciation and bad debts) In this connexion 
It must be borne m mind that, as a rule, no amount of 
routine checking will disclose eiiois of principle —these 
j^an be discoveied’only by mtelhgent inquuy and reseaich 
Errors of this nature may make an enormous difference m 
the accounts, whereas the effect of clerical errors probably 
will be very small 

'^The detection of errors is a yery important part of an 
auditor’s duties, so that the propnetors of a business may 
feel confident that the accounts are accurate, and that the 
position of affairs is clearly and correctly shown but by 
far the more important part of the auditor’s duties is the 
detection of fraud and its prevention by means of the 
moral check created by a penodical audit This is the 
mam reason for his appomtment in the majority of cases, 
for mstance, the Companies Act, 1929, provides tlmt every 
company shall appomt an auditor, who shall audit every 
Balance Sheet that is laid before the shareholders The 
reason is not th?it the shareholders necessarily suspect the 
directors of preparing fraudulent accounts, but that the 
shareholders as a body have no means of ascertammg how 
the business is bemg carried on and what is the financial 
position of their company, except by reference to the 
accounts submitted to them by the directors, who conduct 
the business as the representatives of the shareholders 
The shareholders, therefore, would be entirely m the hands 
of the direotors, who could, if they were dishonest, make 
the accounts show whatever position of affairs they chose, 
unless such accounts v^e checked independently on behalf 
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of the shareholders It is for this reason that an auditor is 
appointed, who acts on behalf of the shareholders, and is 
absolutely independent of the directors whose accounts he 
audits ^he objects of his appointment are to satisfy the 
shareholders that no fraud is being committed by either 
the directors or the employees of the busmess, and to report 
whether or not the Balance Sheet exhibits a true and 
correct view of the state of the company's affairs It must ^ 
opt be thought that an auditor should adopt an attitude of 
suspicion during the conduct of his audit , m fact he should 
endeavour to avoid creatmg a spirit of hostility and mis- 
trust between himself and the directors and staff of the 
company % Above all thmgs, he should be tactM His 
position IS that he is there to ascertain that everything is 
m order, and it is this duty to his employers which he must 
carry out He need, therefore, adopt no attitude of mis- 
trust, the shareholders are adoptmg an ordmary business 
precaution, and have appomted him to see on their behalf 
that the accounts are m order m all respects, and thereafter 
he has to report to the shareholders to this effect , or, m the 
event of his not agreeing that the position shown is the true 
and correct one, he must state this fact m his report, giving 
his reasons " 

Fraud may take the form of either the misappropriation 
of cash or goods, or the falsification of the accounts un- 
accompanied by misappropriation Misappropriation of 
cash may be concealed either, by omitting to enter receipts, 
or by entenng fictitious payments In order to discover 
the first, the auditor must check the receipts shown m the 
Cash Book with original records, such as till books, sales- 
men's desk books, cash diaries, counterfoil receipt books, 
agents’ returns, etc .’^nly by comparing original records 
with the cash accounted for m the Cash Book can such 
discrepancies be revealed ^Fictitious payments will be 
discovered by a careful exammation of vouchers, mvoices, 
wages sheets, and other direct evidence of this nature 
Misappropnation of goods is more difficult to detect, unless 
^accurate stock records are kept , m fact, unless such records 
are In use, it is almost impossible to discover small mis- 
appropriations of this nature That losses of stock are 
taking place may be indicated by fluctuations m the 
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percentage of gross profit to sale*}, but Uus will not locate 
the fraud itself ^fhe falsification of attounts, unaccom- 
panied by actual misappropriation, is usually far more 
diflicult to discover, as this is generally perpetrated by 
duectors oi managers \\ lio wish to bolster up the t oncern / 
by showing fictitious profits in order to pay dividends, to 
obtain further credit, to increase commissions due to 
themselves, or with a view to the disposal of their iioldmgs 
m the company at high prices In such cases, as the fraud* 
IS committed by responsible and tiusted officers of the 
company, an auditor must be particularly vigilant if he is 
to discover it, as probably he will be giv>'en intentionally 
false information and explanations. He can, therefore, 
discover such frauds only by the exeicise of considerable 
care and skill, and by making exhaustive inquiries and 
research 

^Routine Checking 

It must be observed that the mere routine checking of 
an audit as a rule will disclose only clerical errors and very 
simple frauds, and will seldom, if ever, reveal errors of 
principle or clever frauds. In order to discover these, the 
auditor must go behmd the actual books of account and 
examme original records, and make intelligent jnqtiines, 
m fact, he must go to the foundations upon which the 
books have been built up In the following chapters an 
endeavour is made to show the lines upon which an auditor 
must work m order to discharge his duties, but at the outset 
it cannot be too strongly emphasized that an auditor must 
avoid becommg submerged m the detail and routme work 
of an audit He must be constantly vigilant, he must 
not take thmgs for granted, but must m all cases satisfy 
himself, on every pomt by makmg proper mqmries. He 
must work upon a definite and intelligent plan, constantly 
bearing m mind the weak spots in the system of book- 
keepmg m respect of which errors or fraud are most likely 
to occur, ^though it is impossible to discover a clever 
fraud' or important erroife of pnnciple if the audit consists * 
purely of what may be called "tick work," this routine! 
cheolmg is of importance, but if the audit is backed up by 
nothmg else, probably only clencal errors will be discovered ) 
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The routine checking m an audit is apt to become very 
monotonous and, consequently, sommferous , but it is 
most essential that it should be done thoroughly and 
intelligently This part of the work often devolves upon 
the ]umor members of the audit or’,s staff, and they should , 
endeavour to thmk out exactly what part the checkmg 
that they are engaged upon plays in the whqje plan of the 
audit, what are the hkely errors or frauds that might 
'*j;g.ke place, and how these latter would be detected by the 
checkmg In this way the work will become far more 
mteresting, and if the ]umqf has any natural aptitude, he 
will soon commence to gam a grasp of the prmciples of 
practical auditing, an acquisition which is bound to advance 
him m his profession, and one, moreover, which will make 
his work more and more absorbing, m a way probably that 
at the commencement would have been thought impossible 

Extent of Auditor’s Investigations 

It is not sufficient for an auditor merely to compare the 
Balance Sheet and Profit and Loss Account with the books 
of account, but he must go, to a certam extent, behind the 
books Errors of principle and fraud, as a rule, wiU not be 
discovered upon the surface, but will be detected only by 
investigations outside the actual books that form part of the 
system of double entry The auditor, therefore, must use 
every r§asoq,§ible care and precaution in order to satisfy 
himself that the books themselves are correct, and include 
all the transactions that should be recorded therein There- 
fore, the extent to which an auditor 'must carry his in- 
vestigations IS a practical question of great importance, and 
of necessity it must depend largely upon the whole of the 
circumstances of each case In a small busmess, where 
there is no proper internal check, a prudent auditor will 
check and vouch a far greater proportion of the detail 
transactions than he would in tfi,e case of a larger busmess 
where an efficient internal check was in force Where, for 
instance, there is a head book-keeper who has control of all 
the books and who is assisted by a few jumors, the head 
book-keeper, having access to the whole of the books, can 
make adjusting entnes, and h as every oppqrtumty to cover 
up a fraud If, then, he is skilful, it will b’e almost impossible 
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to detect Mith fuuul mere luutine t lu t kiUL; of the hooks 
A.udits of this type pu^inl a piohleiu of mi little dithtulty 
to the piactitioner 

Internal Checks and the Audltoi *h Position m Regard 
^Thereto 

In a kirge f^nsinei^s, wheie theie is .i st.iit of some numbers 
engaged upon the books, it is quite a simple mattt'r to 
orgaui/e a system of intiinal eheik tluit m.i% ielie\e thg,,. 
audltoi of a tonsideiable amount of detail theikmg, and 
thus limit his investigations bdnnd the books tliemsthes 
to occasional tests '^u inteinal check means pi at Ut ally 
a oontmuoub inteimd Audit lauied on by the dalf itself, 
by means (5f ulnch the work of eath mdiiidual is mdepen- 
dently checked by othei membeisof the st.ilt boi ixatuple, 
the cleiks m charge of the kdgeis should not keep. oi be 
allowed to make entues m, the books of fust entry . on no 
account should the cashier be alloyvcd to lute any control 
over the ledgers A system of self-balancing ledgers may be 
made to foim a very valuable part of the inteinal ( heck, as 
also may automatic tills for checking cash receipts, and time- 
recording clocks for checking wages "^arge undei takings 
commonly have an internal audit department, winch carries 
out a continuous audit throughout the year 1 his internal 
^dit IS complementary to the professional audit jiPiie 
auditoT^iduld examiire tlie internal audit piogriimme and 
repoits m order to see what ground has been coveied, what 
points have arisen, how they have been dctdt with, and 
generally to satisfy liiinself that the internal audit luis been 
thorough and efficient Where there is an efficient system 
of internal check, it is difficult for any extensive fraud 
to take place except as the result of'*^liusion between 
various members of the staff -<?ntemal checks do not 
make fraud impossible by any means, but they make it, 
more difficult and the chance of detection much greater, 
and, therefore, act as a valuable moral check The auditor 
should investigate the whole system, and when checking 
the books pay special attention to any weak pomts, he 
should also satisfy himself that the mternal checks are, 
earned out, and he should test this by checkmg here andi 
there, haphazard If the system is an efficient one, an auditor ' 
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may rely thereon to a considerable extent as regards 
a large part of the detail work, and thus will have more 
time to devote his attention to the more important parts 
of the audit 

The extent to which an auditor may rely safely upon 
internal checks, and omit to check the whole of the detail 
entries, depends entirely upon the whole of the circum- 
stances of the particular case, and this question must be 
^ecided by each auditor for himself In this direction he 
requires consideiable sloll, experience, and judgment, and 
the efficiency of his audit will depend largely upon the 
skill with which he deals with this question 

Commencement of Nevv^ Audit 

Before commencing a new audit, an auditor should 
ascertain, by reference to statute, or front the mstructions 
received from those employing him, precisely the sco pe of 
his duties. He should next acquaint himself with the 
Kca^ nature of the particular-bus mess. and make hims elf 
laminar wi^ th e techmcal details of t he various transa c- 
tibhs Tf,~for example, he is to audit the accounts of a 
fScfdry, if it be possible he should ask to be shown over 
the factory, as in this way he will see and appreciate what 
is the nature of the transactions that are recorded m the 
books, and he will understand roughly the process, and 
the nature of the maclunery, ijiatenals, and labour involved 
This knowledge will enable him to exercise a much more 
complete grasp of affairs, and he will appreciate the essen- 
tials niuch more readily than would be the case if he saw no 
further than the counting-house 

The next step should be to obtam a list of all, the books 
of account, and the names of the prmcipal of&cials, aft^ 
mScTi he s hb^~tEoroughly~1nmtteat^ syste m 

of book-keepmg and the interaS chegka^f_any, in vogue _ 
Tn''MyTax^busmess,'TEe" detail mvolved will be enormous, 
and the auditor must, therefore, consider carefully the whole 
system, in order that he may decide what ground his m- 
vestigations must cover, and how far, and m what direc- 
tions, he can rely upon the mtemal che cks^. Hjs endeavour 
shouliTbelo^seethk thes^tem is such that every trans- 
action does become properly recorded m the financial books, 
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that IIkip !>> no possibihl} of itonis ht'ing omilU*d ui altered 
piirpobcly tn atudenfallv, aiirt that no fuuiduh'nt entries 
can he made Iho auditoi shnuki cUm) stndv anv ioga! 
docniiK'nls tjincining the toiKern, suth as the Ailuks of 
Partneiship m the case of a putneislup, the Meniorandnm 
and Articlcii of Association in the case of a company, anj 
contracts with \ondois and otheis, spen.il Acts m the case 
of Parhamcntaiy (ompanie',, the will m settlement in the 
case of a trust He shtmki make notes of the clauses that^ 
ate likely to affect the accounts, and with tiie terms of whicn 
he must be familiar during the coui>,e of the audit K\rept 
in the case of a new busine-js, the auditoi should evammo the 
accounts for the previous year and the auditors' repot t 
theieon 

'Audit Proj^iarrmie 

If the audit is to be an annu.il one. dm mg tlie cemme of 
the first year the auditor should prepaie, oi supervise the 
preparation of, an audit piognuninc, in which should be 
recorded the exact details of the woik to be performed by 
the auditor and his staff, columns being provided m order 
that the persons performing each part of the checking 
may initial as and when they complete it Thus, it will be 
seen that m this way the principal, or his responsible clerk, 
maps out the exact scheme of the audit in the first place, 
after carefully considenng tlie wliole of the circumstances 
of the case “Tie may then be certain that the audit staff 
will cover the whole of the nccessaiy ground, and if, m future 
years, different members of the staff are engaged upon the 
audit, they can see by peference-to tlie programme exactly 
whs.t.»?Qrk they are. required to pe rform , and further, the" 
princi pa l can see-Ot any time w hat part of the w ork has been'' 
completed, and ■^at remains to be done In a large practice, 
tililess some such method is adoptedrthe’ pnncipals must of 
necessity lose a very large amount of control, and will be very 
much in the hands of their staff, and, m fact, the efficiency 
not upon the skill andcompetency 
of the principals, but upon the sM and competency of the_, 
member of the staff in cfiargeb nE^ar t icuTara udit 

There as one objection to this mode of procedure, and 
that is, th at the clerk s m charge may lose a sense of 
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responsibility, and carry out the work in an automatic man- 
ner_ It should be impressed upon them, therefore, that the 
programme set out is the basis upon which the audit is to 
be conducted, and that they must use their mtelligence 
when carrying it out, and they should be encouraged, to 
make surprise checks outside the audit programme and to 
recommend additions and improvements in the scheme, for 
it IS most important, as time goes on, that the scheme should 
be kept constantly up to date, as otherwise serious flaws 
i^y develop For this reason, it is important that the pnn-_ 
cipals should reoonsider the programme from- time to time 
Practical experience allows that serious ^screpancies ih 
accounts are generally^evealed by surprise ^ mv estigationsf 
and inquiries , tins fact; therefore, should be constantly borne 
in mind The greatest danger in practical audrtmg is that the 
work may become mechanical 

Notes During Audit 

The question as to what notes an auditor should make 
dunng the course of an audit,, is one upon which there is 
some difference of opinion AU unimportant queries and; 
mistakes should be settled and adjusted as they occur^ 
and it is not necessary to make notes thereof, but notes j 
should be made of all important questions that arise, and^ 
of all important oral instructions and information given 
by the management ^^otes should be made of all missing 
vouchers, invoices, etc yall queries that have not been 
settled and adjusted, and all matters that have to be 
lemembered from one visit to another 'OVgain, all working 
papers should be filed and kept, as also should the drafts 
of accounts, and the schedules appertammg thereto^ In 
this way, should questions anse m the future, the auditor 
would be in a position to show exactly what work he 
performed, what queries he raised, what explanations and 
mformation he received, and by whom these latter were 
given The importance of this will be appreciated later, when 
the question of an auditor’s habihties is considered^ It 
must be remembered that, should anythmg go wrong, it 
may be years after the work was actually performed, when 
perhaps those who were actually in charge are no longer 
available, so that, if proper records were not kept, the 

3— (B 133+) 
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auditoi ini£:;ht find in ,i position of some considerable 

dilliculty 

4 vfethod of Woik Ticks, CnlHnft Back 

As regauls the actual metlioils to Ix' adopted when con- 
ducting the ^^olk of an audit, the tommon practice is 
for accountants to adopt special and distinctive ticks for 
the ddfeient classes of tiansactions that are checked, such ‘ 
as special ticks for castings, cross Ciistings, carry foi wards, 
postings, voucheis, pass book, contias Ihese ticks shoifiS 
lie as distmctiie as possible, and a rule should be made 
that similai ticks are not to be used bv the staff of the 
concern whose accounts arc undec, audit Natuially, the 
meaning of the vaiious ticks should not be explained to 
ciionls m their cleiks On no account sliouki junun audit 
clerks allow themselves to be diawn into discussing their 
work with the employees of the Aim whose accounts they 
are auditing, as the object may be to asceitain whether 
there are any weak points in the scheme of the audit, 
whicli may be taken advantage of for the purpose of 
concealing frauds Many auditors use different coloured 
inks for the diffeient periods, as m this way the entries of 
each period stand out clearly 
When calling back, audit clerks should be most careful 
to speak clearly, as otherwise mistakes may easily be 
passed For example, £70 6s 3d may be posted 3^76 3s , 
and, m order to avoid this mistake when calling back, the 
" ty " should be emphasised thus, ' ' Sevenfy-six-three, ’ ' or 
this amount should be called back as, ' ' Seventy pounds 
six-three " All bad figures and. alterations should be 
carefully examined, and it should be seen that the same 
figure IS taken in both casting and postmg. On no account 
should erasures with a knife be allowed, and an mvanable 
rule to this effect should be made Some auditors adopt 
a special tick m the case of altered items, so that it may 
be seen afterwards whether alterations were made before 
or after the items were ticked Another good plan is for 
the auditor to write the correct figure m at the s*de of any 
altered and mdistmct figure, as this often saves mistakes 
Whenever possible, an auditor should refuse to commence 
checking the books until they have been completely written 
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Up for the period, and on no account should he check 
figures that are entered in pencil Each stage of the work 
should be completed at one sitting, if possible , for example, 
if checking the Cash Book vouchers for a month, the whole 
should be checked off, and note^ made of all missing 
vouchers — otherwise, if the work -is left incomplete, and 
the books are in the hands of the chents’ staff in the mean- 
time, a most dangerous loophole is provided/Each part 
<<1;^ the work should, therefore, be completely checked, 
records being kept of the exact pomts to which the checking 
has been carried, unless the books are in the entire control 
of the auditor durmg the whole time of his audit The ri§k 
of the books bemg ta’fipered with during the audit should 
always be borne in mind, and preventive precautions taken 
After the postings of any book have been checked, the 
same should be scanned for unticked items, and these 
should be carefully mvestigated 
The checkmg of additions is a very mechamcal task, 
but it is important that this should be carefully and accu- 
rately done It is extremely easy to pass mistakes when 
checkmg additions, unless care is taken, and a good plan 
IS to cover the total when casting up the column until after 
the total has been arnved at In this way it is difficult for 
errors to be missed 

Continuoui^^^d Periodical Audits 
( Audits may be continuous or periodical A continuous 
audit is one where the auditor attends at regular intervals 
during the period of the accounts, say monthly or quarterly, 
checkmg the books to date as far as possible M periodical' 
audit IS one where the auditor does not attend until the 
end of the period of the accounts, when the whole of the 
checkmg is effected at one time. 

The advantages of a continuous audit are that mistakes 
are discovered soon after they have been committed, when 
they can be rectified easily, the whole of the circumstances 
bemg in mind /the opportumties for frauds are lessened 
when the auditor attends at short intervals, and his fre- 
quent attendances act as a valuable moral chec^ and 
keep the bobk-keepers up-to-date with their work #-gam, 
should fraud take place, it should be discovered before it 
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ha*! attAinicI laij^c pinpoitions ' '\s tlie auditor I'l not 
pH'ssecl foi turn, ho taa <,ur^ tnil a imu h inoit detailed 
audit than i^ powble uheii the wlinle of the wmk has to 
be act oniplished at one time'' At the end of the period, 
as the gieatei part of the dttul diet King \mII have been 
completcti, tht* aiuhttn will bt able to lim^h tlu* audit soon 
aflt‘1 the accounts aie piepau d Bi, means of a cunlimious 
audit, the auditor is kept in cmist.int touch with the 
business, thus obtaining a knowledge of what is going on-- 
and, theiefoie, he is Uss likely tn or ei look nnpoitant points 
than IS the t,i.se if he attends, sa\, onH onto a year As 
the woik IS s]>iead uvtnly o\ei the yeai, it will jirobably 
suit the auditoi’s own anangenunf? far bettei than if he 
has tile whole of the work to peifoiin at one tune 

I he chief disadvantage is that items may be altered 
after the auditor has checked them, and Ihis dangei should 
be retogni/ed and special pret.uitimis taken, as suggested 
previously, such as speciaLtiiks foi alteicd items, and the 
checking completely through of each part of the w^ork 
This danger is not entirely eliminated in the case of a 
periodical audit t^mg some days to complete, as the 
book-keepers genAlly have access to the books during 
the absences of th* auditor, when it is quite possible that 
alteiations might be made. These dangers can be avoided 
only by the auditor adopting systematic methods, and being 
constantly vigilant 

Difference Between the Position of Auditors 
Appointed under Statute and by Private 
Individuals or Firms —Partial Audits 
The difference between the position of an auditor whose 
appointment is under statute and that of one appointed 
by a private individual or firm should be noted carefully 
For example, an auditor appointed under the Companies! 
Act, 1929, i s actmg as the agent of the shar eholders to audit/ 
the accountsdime directors, who are merely the servants 
of the shareholders /His powers and duties are defined by 
statute, and it is his duty to carry out those duties com- 
pletely. He must act absolutely independently of the direc- 
tors, although that does not mean that he must adopt an 
attitude of mistrust or ‘suspicion— -in fact, he should do 
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nothing to engender a hostile attitude, but, should serious 
questions of principle arise, he must be absolutely fearless, 
and, having made up his mind as to what is his duty m the 
circumstances, he must do it, regardless of any pressure the 
directors may brmg to bear The auditor’s powers and duties 
are defined by statute, and cannot be taken away, nor in any 
way limited, by either the directois or the shareholders 
Some students seem to think that this position does not 
>,&PP^y ^ private company, where often the directors are 

the main shareholders The powers and duties of auditors, 
as defined by the Companies Act, 1929, apply to auditors of 
both public and private compames in exactly the same 
way 

On the other hand, an auditor appointed by a private 
film is not appointed under any statute — ^he is_merely 
ac ting for the^ rtners,, and he must carry out such instruc- 
tioliidLs" he may receive from them The great importance 
of this arises where he is not instructed to carry out a 
complete audit, but merely to carry out a partial audit, 
and then (as is often the case) to prepare the accounts 
of the firm Sometimes an accountant is requested to 
prepare the accounts, but is not instrjkted to conduct any 
audit of the books at aU In such cirJmistances, therefore, , 
he has no power, nor has he any right, to msist upon 
carrying out a full audit, and his duty is to carry out 
faithfully and to the letter the exact instructions he has 
received — ^in other words, what he has contracted to do, for 
the partners may limit the scope of his work m any way 
that they may please But, when an accountant receives 
mstructions to carry out a partial audit, or to prepare 
accounts only, invariably he should see that his mstructions 
are recorded m wntin g If he arranges matters verbally 
with his chents, at the interview he should ascertam 
exactly what it is that they reqmre him to do, and he should 
explam to them that he can accept no responsibihty outside 
the work covered by his instructions Thereafter, and before 
commencing the actual work, he should write a letter to his 
chents, exactly settmg out the terms of the arrangements 
made, emphasizing any hmitations, so that if questions arise 
m after years, he may be in a position to show exactly what 
were the terms of the contract, and, therefore, for what he 
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wa'^ and fta ^^hat he was not u’sponMbip In oi<iei to save 
expense, dunts often auantjt foi a paitial andit, hut they 
do not appietiate that tin andttoi's lia!)ihties aic reduced 
attoidingh If.tht u foie, am thun 4 K*»"''‘'i”UU ^<>1 instance, 
it an emplov'e has been dcdiaudiuf^ the in the\ conimnnlv 
blame the atcountant and seek to hold him lesj’Hinsible 
Nou, m such cm iinistances, it will depend entmdy upon 
ivhat the accountant conti acted to do as to uhcthei or not 
he xs responsible ihe question \m 11 be this Having legar^,. 
to the uoik he conti acted to do, should he have discoveied 
the fraud ^ 

If ^he oiigimd contract is not in writing, tlie .iccountant 
will be in a v'Ci;^ difticult position irulet'd, foi m id! prob- 
ability his clients will sav that the unthustanding w,ls 
that lie should cover the paiticuhu giound. vvheieas. he 
rightly maj' say that he never lec caved instnu turns to do 
tliat part of the work, and thus it will he a case of one 
word agamst the othei But if, as suggcstc-d, the oiigmid 
anangement had been in wilting, no such difeculty could 
liave arisen, as the exact scope of the vvoik undertaken 
could be ascertained at once by reference to the corre- 
spondence '* 

In the case of Apfel v Atman Dexter 6* Co , the trustee 
m bankruptcy brought an action against Messrs Annan 
Dexter & Co claiming ;^28,6oo damages m respect of 
negligence Ihe bankrupt had been robbed by her two 
sons, who were the manage! s of hei business Ihe plaintiff 
claimed that Messrs Annan Dexter & Co had acted as 
auditors and that they should have discovered the fraud) 
but the defendants contended that they had been employee! 
merely to prepare accounts for submission to the Income 
Tax authorities and that they had not been instructed to 
audit the accounts Tlfeur certificates upon the Balance 
Sheets were "Prepared from the books of Mrs Adeie 
Apfel and in accordance therewith" — and it was contended 
that this certificate made it clear that they had not audited 
the accounts. His Lordslnp found for the defendants and 
held that they had not acted as auditors This case is of 
great interest to accountants and emphasizes the importance 
of amvmg at a dear understandmg with the client m all 
cases where a “full audit is not carried out 
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The same point is illustrated in the case of the ManUme 
Insurance Co Ltd v Whlham Fortune & Son, one of the 
mam questions being as to what was the exact scope of 
the auditors' employment In his judgment His Lordship 
stated that ' ' the case was made the more difficult because 
of the fact that the employment of the defendants, upon 
winch a great deal turned, started more than thirty years 
ago ’ ’ The company h,ad sustained a loss by reason of the 
defalcations of a trusted employee, who covered up the 
maud “by omitting to enter m the books of account the 
receipts of considerable sums in cash and cheques “ The 
question at issue was whether the auditors should have 
discovered the fraud 

In his judgment His Lordship expressed the opimon that 
the auditors were not engaged to carry out a full audit, 
and that they had properly earned out the work which 
they contracted to do 

In his view there was nothing which excited or ought to have excited 
their suspicion They were not in possession of material which would have 
enabled them to know whether the busmess of the branch was being 
satisfactorily conducted or whether the books of account truly showed 
the state of affairs of the branch He thought that the reason why the 
misappropriation of money was not detected before was because there 
was no system m vogue by which the cash received could be checked 
The acts and omissions which brought about the trouble were not the acts 
and omissions of Messrs Fortune & Son, and they had been guilty of no 
breach of duty or neghgence 

The cage of Leech v Stokes and others also raises this 
same pomt, A claim was made agamst a firm of chartered 
accountants for £^75^ damages for neghgence and 
breach of duty The circumstances were that the cashier 
of a firm of sohcitors misappropriated rents which were 
collected for clients by the firm of sohcitors The account- 
ants had been mstructed to prepare annual Profit and 
Loss Accounts for the firm for submission to the taxation 
authorities No proper books of account were kept, there 
bemg no Cash Book nor a Chents Ledger and, therefore, 
no Balance Sheets were prepared AH that was available 
was a Costs Furmshed Book in which appeared the costs 
rendered to chents and weekly summaries of the firm’s 
expensed From these particulars the Accountants prepared 
the Profit and Loss Accounts - They did not verify the 
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tiAiiSiU (loiis 01 <.iir\ oiii am filing in tlu natuu' of an 
audit ilu' plaintift (I.inmd that, as tin .luditois, they 
should lia\e \ciitu*d tin* lounds befoio pu paling the 
Profit and loss An mints, that tlu‘\ should ha\e pieparcd 
a Balana 'sh< 1 1 , and that had tin v dono so t lu di faU aliens 
would ha\t' boon u\tah'd Ihu {lofnu a was “that the 
defendants wne mstiiutnl iiioieh to pn p.iu' a latiiin 
of piolits of tlu turn for iiKonu j:a\ puiposts and that 
no nncstigation of the hooks was net ess, oi uqimed 
foi that puipose *’ Ihe aicountants' t letk who earned out* 
the woik sfatid that he nndeistond hts institutions to be 
"that he was simply lotxtiact tlu* hguies fiom the books " 
Ihe attoimlants lertdied the iiisl treat's Piofit and loss 
Act ount <is follows 

"We have piepaied the above an mint fiuin the books 
of the firm ami, subjeit tu tmi lepoit of this date, we 
ceitify that it is coireitlj' ilrawn up in actoui,inee 
therewith " 

In his judgment His Loulslup stated " io iny mind 
the mcorjiaration of the leport of the iSth May in this case 
IS the really valuable part of this first certificate, for it was 
m these terms — 

Dear &ir, 

We have pleasure lu enclosing Prolit and I oss A« count for the year 
ended 5th April, 1928 Costs and Agency Kes I his tot.d has been 
compiled from the t osts Iniriushcd Hook, which, vvi‘ are infunncd, includes 
all costs and fees furnishetl during the year In accordance with your 
instructions wo have excluded tlu sum of £0'55 is yd as representing 
costs, etc , earned prior to 5th April 1927, the tlate of the comineiu ement 
of the present partnership Olhee Outlay The total cwjienditure dunng 
the year, as shown by ihe weekly aimimaries, amounted to 3^1235 iHs sd , 
of which the sum of £450 4s 2d represented sundry disbursements charged 
to chentfi Ihese latter have been deducted from the costs and agency 
fees as shown m your statements, leaving office expenditure amounting 
to ^875 14s 3d If you approve of the account we shall be pleased to 
forward a copy to the Inspector of Taxes on heanng from you Wc are 
returning your statement herewith 

His Lordship stated 

"That report states clearly that the account is merely 
a mechanical compilation of the figures from the Costs 
Furnished Book, and it refers to the mformation given 
verbally to the auditors and not contained in the book 
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With the Profit and Loss Account this report was sent to 
the Inspector of Taxes attached to the chent’s declaration 
on the yellow form, which was a very proper thing to do ” 
The embezzlements were all of chents’ moneys and 
therefore did not affect the Profit and Loss Accounts 
His Lordship stated "All the accounts prepared and sent 
m to the Inspector of Taxes were correct m fact,” and 
further "I am satisfied that a Balance Sheet could not 
have been pfepared m the absence of a Chents Ledger 
'and Cash Book and that if a Balance Sheet had been 
necessary, apart from bemg a reasonable and desirable 
requirement, which might or might not have been dispensed 
with, they would have required to write up the Cash Book 
and have aU the entries posted to it and the entries made 
fiom the Cash Book to the bank account written up and 
reconciled The auditor would require also to prepaie a 
Chents Ledger and write it up as his first record and possibly 
have the Ledger balances verified by the chents’ signature ” 
The Accountants advised their clients that proper books 
ought to be kept and a Balance Sheet prepared, and further 
they provided a set of books in which they made the openmg 
entries, but when they next attended the Chents Ledger 
had not been written up on the grounds that the cashier 
was over-worked His Lordship found that "the mstruc- 
tions given to the defendant firm were to prepare a report 
of profits for the Inspector of Taxes,” but although a 
Balance Sheet was desirable that "m this case there was 
no proper book-keeping material available for the prepara- 
tion of a Balance Sheet,” and therefore that "the auditors 
weie not negligent in acceptmg the assurances of the active 
partner that the Costs Furnished Book and the weekly 
cash summaries contained the correct records of mcome 
and expenditure,” and therefore that the accountants were 
justified in preparmg a Profit and Loss Account from the 
material available, and that there was “nothmg^to reason- 
ably arouse the suspicion of the auditors,” and that there 
was no actionable neghgence or breach of duty on the part 
of the defendants in any of the matters rehed upon ” 

An Appeal lodged by the plaintiff was decided in favour 
of the defendants and is reported and dealt with in a leading 
article in Th& Accountant of the loth July, 1937 
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Upon tills ptnnt also the casi’ of I In SLurboroK^h Harbour 
Coinmts’uomts \ Robiii'ion, ( ouhon, Ktrkby & Co . which is 
(Ip lit with m ( hipter XI, is of meat lutpiest 

A uise prptaution is to make it a piactue, m the case 
of paitneislups, to wiitc a ippoit with every Balance 
Sheet, m which attentuai is iliawn to iny points of import- 
ance, and also to the fait that the Balance Sheet has not 
been, or has been only paitly, audited, and at the foot of 
the Balame Sheet a leferente is made to this report, such 
as "fho foiei^omg Balance Sheet is to be read m com 
junction w'lth our report of sui h and such a date ’ ’ 1 here 
IS much to lecommend this piocedure, ws accounts are 
cimstantly bcinj^ piiKliucd to third paitics for vaiious 
purposes, such as obtaining ciedit, loans oi advances 
Accounts aic often furnished m this way to intending 
ptirtneis or puickaseis of the business and to others who 
liave enteied oi projiosc to entei into business relations 
with the firm Such persons may be seuously misled 
by the production of accounts, bearing a piofessional 
accountant’s name, wdiich they may be informed have 
been audited by him, wheieas, m fact, this may not be 
the case If the above couise were adopted invariably, 
the accountant's position would be absolutely secure m 
the case of difficulties arising with his principals or with 
third parties who have acted upon the accounts without 
reference to his qualifying report 

Qualifications of Auditor 

The qualifications required by an auditor are many and 
vaned "K^irst of all, he must have an absolutely complete 
and thorough knowledge of book-keeping and accountancy, 
as an auditor m course of time is called upon to deal with 
many different systems of book-keeping m many different 
businesses, and unless he understands exactly how such 
accounts should be prepared, he cannot check them, 
therefore, he must be complete master of his subject, and 
thus be able to apply his Imowiedge to any set of circura- 
stance^^e must thoroughly understand practical business, 
and be able to grasp the technical details and the busmess 
methods of any concern whose accounts he is called upon 
to audit A knowledge of accountancy is essential, but 
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that alone will not make a competent auditor, for the 
science of auditing is quite apart and distinct from accoun- 
tancy Many beginners seem to thmk that, provided they 
are able to follow the system of book-keeping and that the 
Trial Balance agrees, everythmg must be m order, and the 
auditor has only to check the preparation of the Profit 
and Loss Account and Balance Shee^ and to sign his 
report The agreement of the Trial Balance proves nothing, 
^cept the arithmetical accuracy of the booj^^n auditor 
requires a consnierable legal knowledge, and must be 
complete master of the pnnciples of auditing m all its 
bearing^ ( In addition to his scientific knowledge, he must be 
above all things a man of affairs, and possess tact and 
character he must not be easily led and influenced by 
others, but knowing what his duty is, he must be able to do 
it in spite of direct or indirect pressure He may find himself 
in positions when his duty to his chedt is opposed to his 
own interests, and in such circumstances he must have the 
courage to carry out his duty faithfuUyj, regardless of the 
effects it may have upon himself In the long run, the reputa- 
tion he will thus gam for absolute integnty will prove of far 
greater value to him than any temporary loss in the first 
case . An audit or must be methodical and painstaking, and 
he must be endowed with considerable perseverance, for 
much of the work is of a somewhat mechamcal nature, but it 
IS essential that the whole should be thoroughly and care- 
fully done He must never pass any item uifiess he under- 
stands its nature and is absolutely satisfi ^ that_it is m 
order , if he is not, he must maBTintelltgeht and exhaustive 
inquiries until he has ascertained the exact state of* affairs^ 
One of the greatest dangers is to pass entnes which are not 
completely understood, because the auditor is fearful of dis- 
playing Ignorance by asking questions If he cannot ascer- 
tam for himself, he should, without fail, ask for the necessary 
information, for should he affect to possess knowledge 
which, m fact, he does not, he inevitably will make mistakes 
that wiU be far more damagmg to his reputation than 
would be the case if he asked for information upon, for 
instance, technical details of which he has not had previous 
experience An auditor must be practical, and if asked 
for professional advice, must appreciate the practical 
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iO(iiiireni<'nt'> and (.iicumstaiuf^ of the business, and thus 
a\oKl making ut ommendations winch, though peihaps 
tlumeticallv piifeit, are entuely nnhtted to tlic ciruun- 
slames of the paitKulai business But it must be noted 
that it IS no part of an auditor's duty to gi\o advice unless 
It IS asked foi. though in piactue his ad\ice is generally 
much appreciated if it is given tactfully , however, he 
cannot insist upon his let ommendations being earned out 
But if, foi example, the system of book-keeping be ^ 
deticient that it is impossible to piepare acemate accounts, 
then he would be bound to lepnit upon the unsatisfactory 
state of alfaiis 

In this ihaptc'r tlie geneial prmciph's upon which an 
audit should be based have been set out at some length, 
in the subseipuuit thapleis it is pioposod to clescubcthe 
detail vvoik of an aiickt, <uid the vanoiis (questions and 
difficulties that constantly arise m piactice 



CHAPTER n 

ROUTINE CHECKING AND VOUCHING 

Checking Castings and Postings 

The checking of castings and postings forms part of an 
audit, and though this work is somewhat mechamcal, it is 
'Virer5r important that it should be carefully and intelligently 
carried out The extent to which the auditor will take his 
checking in tins direction depends upon the system of book- 
keeping and internal checks in vogue In the case of small 
businesses, wheie there is practically no mternal check, the 
whole of the castings and postmgs may have to be checked 
— m these cases, too, the auditor is often instructed to 
balance the books, and, consequently, it will be found 
necessary m aU probability to do this checking for this 
purpose The balancing of the books and the preparation 
of the accounts are not part of an auditor’s duties, though 
in piactice he often is requested to carry out this work 
m the case of small concerns, and it must be remembered 
that, if he does so, he is acting as accountant and not as 
auditor In the case of a large busmess, where there is 
an efficient internal check, and the books are balanced 
by the staff of the concern, it is not necessary or usual to 
check the whole of the castings and postmgs These are 
tested by checking a proportion only, but some judgment 
IS necessary in deciding what to do and what not to do, 
the circumstances of the particular case bemg all-important, 
and it is impossible to lay down any hard and fast rules 
However, assuming a proper mternal check and that the 
books have been balanced, the following is an outline of 
the routine checking that would be earned out by a cautious 
auditor ^ 

CASH BOOK The castings and postmgs should be 
thoroughly checked, but if self-balancing Sales and Bought 
Ledgers are in use, the Cash Book bemg provided with 
analysis columns for this purpose, it may be sufficient if 
the totals of the Sales and Bought Ledger cash are checked 
into the total accounts, and a proportion only of the detail 
postmgs checked to the Personal Ledgers But, as a rule, 
25 
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the whole oi the gieatei pait of Iho (jiTunal Letlgei postings 
should be cheeked, m oidei tluit the dudilm ina’V ascertain 
that all these items have been posted to the i oi lei. t accounts 
The checking of these lattu items should ncMi be done 
mechanically, but the natme of each should be obseued, 
especial care being exercised ^\lth all amounts debited to 
capital accounts, no such entiies b(‘ing passed until the 
auditor is satisfied that they are in 'Older, and aie ptopeily 
dealt with in the books ^ 

SALES AND BOUGHT DAY BOOKS Ihe auditor 
should check the totals to the Impersonal Ledgei and to the 
total accounts, it kept, and a proportion of the detail 
castings and postmgs 

RETURNS AND ALLOWANCES BOOKS Hit totals 
should be checked to the Impersonal Ledgei and to the total 
accounts, and a proportion of the detail eastings and postings 
should be checked, the larger items being scrutmi/ed 
PETTY CASH BOOK The castings and postings should 
be thoroughly tested, both the postings from tlie Cash 
Book to the Petty Cash Book, and those from the Petty 
Cash Book to the Impersonal and Personal Ledgers 
POSTAGE BOOK If there is a proper internal check, 
it will be sufficient if occasionally the amounts drawn fiom 
petty cash are checked into the Postage Book, and the 
castmgs and balances of this latter book checked It is 
very common to find small defalcations in connexion with 
postages, and, therefore, this book should not be lost sight 
of, but should be called for at odd times, and a portion 
carefully checked 

Journal A11 the castings and postmgs should be 
checked, no item being pissed until the auditor is satisfied 
that the same is correct in every particular 
TRANSFER JOURNAL The totals should be checked 
to the total accounts (if any) and a proportion of the castmgs 
and postmgs should be checked 
WAGES AND SALARIES BOOKS AND STOCK 
SHEETS The castmgs of these should be thoroughly 
checked, unless the auditor is satisfied that they have been 
checked completely and mdependently by the staff of the 
particular concern, as it must be remembered that there is 
no double entry check upon these totals. 
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BILLS RECEIVABLE AND PAYABLE BOOKS The 
detail here will not be very great, so that the whole of the 
castings and postings can be checked— the totals being 
checked to the total accounts if the ledgers are kept upon 
the self-balancing system 

' SALES AND BOUGHT LEDGERS A proportion of the 
castings of the above should be checked, and all the balances 
should be checked on to the schedules of balances as at the 
^date of the accounts, and if the ledgers are self-balancing, it 
'should be seen that the totals of the various hsts of balances 
agree with the balances upon the respective total accounts 
IMPERSONAL OR GENERAL AND PRIVATE 
LEDGERS The castings should be thoroughly tested and 
the whole of the balances of these ledgers should be checked^ 
If the books have not been balanced, then at the same tune 
each account should be carefully scanned for unticked, 
items, which should be most carefully mvestigated, and on 
no account ticked as having been passed accidentally by one 
of the audit staff, unless the auditor is absolutely certain that 
such IS the case In any event, notes shoilld be made of any 
such unticked items, as it may be discovered, upon further 
mvestigatmg these entries, that they account for the 
difference on the books 

The foregomg checking is based upon the assumption 
that there is an efficient mtemal check, and that the 
Cash Book, Personal Ledgers, General Ledgers, and books 
of first entry are all under separate and independent 
control If this is not the case, the checking will have 
to be earned further, and in this connexion the auditor 
must exercise Ins judgment and experience, but it is a wise 
policy to err on the side of over-checkmg rather than under- 
checking An auditor should not endeavour to do as httle 
checkmg as possible, but rather to do as much as he can 

However, it must be emphasized that this routine 
checkmg is unhkely to reveal senous discrepancies or 
fraud, and there is a real danger of far too great a propor- 
tion of the tune engaged upon an audit being devoted to 
this part of the work, whereas such tune would be more 
profitably employed in other directions For example, 
to check the whole of the Sales Ledger postmgs m a large 
business will involve a considerable amount of tune, but 
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probably only clerical euois will be lev cak’d ihis check- 
ing, ho-wever, will m no way prove that the whole of the 
sales of the business ha\e been indiulccl or th.it all the sales 
are genuine 

Differences in the Balancing of Books and the 

Detection Thereof 

It sometimes occuis that the staff of a busmcss is unable to 
balance the books, and the question arises whether an audi- 
toi in any ciicumstances can pass accounts m which there" 
IS an undiscovered difference In the case of a small business, 
where the detail involved is not great, a difference should 
be discovered, but in a ease where the detail involved is 
V eiy lieavy, a small diffcience m.iy be passed, j>iov ided lhat 
the auditor is satisfied that the books have been so tho- 
iQughly checked that it is practically impossible that the 
disci epancy represents the combined efiett of seveial mis- 
takes There is consideiable dan^ier in passing a dilference in 
the agieemcnt of a set of books, 'jeven though it is small, for 
unless the books have been checked exhaustively and pro- 
perly, there may be errors involving large amounts on both 
sides, the difference between which gives rise to the discre- 
pancy, and these errors may affect the accounts consider- 
ably, 01 might even represent fiauds If the ledgeis are kept 
upon self-balancing principles, no dilference should ever be 
allowed to remain undisco vexed upon the Impersonal and 
Private Ledgers, but only upon the Sales and Bought 
Ledgeis, and even in the latter cases, this should be per- 
mitted only when, owing to pressure of work, the staff 
cannot afford the time to look foi the difference, such 
difference being small in amount, and the books having 
been checked already extensively Where there is an 
adequate staff, there should be a rule that all ledgers must 
be agreed, otherwise the ledger clerks are apt to become 
careless and slack, fuidher, the ledgers should be agreed 
at as short intervals as possible, as m this way the magni- 
tude of the task of balancing them is reduced 

Accountants are often instructed to balance books, and 
this IS sometimes an arduous and laborious task, m the 
carrjdug out of which considerable care and method is 
necessary, especially in cases where the books have been 
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badly kept If the ledgeis have been kept upon the self- 
balancmg system, it will be seen at once in which ledgers 
differences he, and it will be necessary merely to check 
the details of these particular ledgers until the errors are 
discovered But where tins system is not in force the field 
IS much wider, and the task may be far more troublesome 
One of the first things to do would be to check the balances 
of the various ledgers on to the Trial Balance and the 
schedules of debtors and creditors Thereafter, the castings 
of the Trial Balance and the schedules should be checked, 
when the exact difference wfil be ascertamed When check- 
ing the ledgei balances, the castings of the accounts should 
be checked, as also should the bnngmg down of the balances 
At the same ti^ it should be seen that the totals of the two 
sides of ea^s^<^count m fact do agree, errors are easily 
passed if^K^ IS not the case If the whole of the postings 
have bee^checked already and ticked, each ledger account 
should be scanned for unticked items, as also should the 
books of first entry AU bad and doubtful figures should be 
re-checked and made clear It is sometimes possible, from 
the amount of tl^e difference, to gather some idea as to 
the probable nature of the same For example, a difference 
of los , -£ 10 , £ 100 , is probably an error in a casting or 
carry forward If the difference is divisible by two, it 
may be an item posted to the wrong side of a ledger account , 
for instance, a difference of £14 8 s 4 d , representmg an 
excess of debits over credits, may be accounted for by an 
amount of 4s 2d having been posted to the debit 
instead of the credit of an account The books should, 
therefore, be scanned for items of this amount Differences 
are often caused by figures bemg entered in the wrong 
columns, such as 5s 4d posted as £$ 4s , m which case 
there would arise a difference of £^ i8s 8d , or £170 6s 3d 
posted as £176 3s It should be calculated whether any 
such mistake will give the amount of the error, and, if so, 
any such item should be looked for, and, if found, checked 
Any amounts exactly equaUmg the difference should be 
checked, as they may represent a single entry, for which 
there is no corresponding credit or debit, as the case may 
be Often m practice, the time spent m trymg to find the 
difference by these "short cuts" is tune wasted, and the 

4 — (B IJ4+) 
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only way is to continue checking until the eriors are 
revealed 

After the bakuiccs have been checked as suggested 
above, it is sometimes a good plan to check completely 
the castings and postings of the Imperson.il and Private 
Ledgers, and possibly also the Bought ledger, in which 
the detail, it may be, is not gicat If the iTior is not dis- 
covered, it will be necessary thereafter to turn to the 
Sales Ledgeis It is well to have the castings of the books 
of first entry checked, but in the c.ise of the Cash Book, 
if this has been agreed with the P.iss Book, it may be 
unnecessary to check the castings If the diffeience is 
still undiscovered, the accountant will have to check the 
postings of the Sales Ledgers, until the cause erf the dis- 
crepancy IS brought to light borne atcountants prefer 
to call back postings from the Icdgei to the books of first 
entry, thus completely checking each ledger account, 
at the same time checking the castings and the balance 
on to the schedule of balances When checking balances, 
it is important to check the openmg balances with the 
schedules of the previous period, as the diffeience may be 
accounted for by an error m bringing down the commencing 
balances 

As a last resort, it is sometimes necessary to analyse 
the ledgers, in ordei to discover m which ledger the differ- 
ence arises, and also in what diiection it lies llns means 
analysing each ledger account under vanous headings, 
upon specially ruled analysis paper For example, in the 
case of a Sales Ledger, the columns on the debit side would 
be as follows — 

Openmg balance , 

Goods debited , 

Sundry items , 

Transfers , 

Total, 

and the headmgs on the credit side would be — 

. Cash credited ; 

Discounts , 

Allowances and Returns , 

Bad Debts written off , 
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Bills Receivable , 

Transfers , 

Sundry Items , 

Closing Balance , 

Total 

The cross cast of each sheet wiU prove that arithmetically 
the analysis is correct, and that the ledgers have been cast 
correctly The total of the opening balances should agree 
'With the list of the previous period, the total of the gdods 
debited should agree with the total sales as shown by the 
Sales Day Books— if theie is a difference, it must lepresent 
errors in posting or casting In the same way, the totals 
of the allowances, etc,, and bad debts can be agreed By 
analysing the Cash Book, the total cash and discounts 
credited to the Sales Ledgei can be agreed with the totals 
accoiding to the analysis of the ledger Owing to the 
time and labour involved, it is doubtful, except m extreme 
cases, whether it is worth while to analyse the ledgers m 
this way, and whether, instead of doing so, it is not better 
at once to commence checking the ledger postings, etc , 
as, on completion of the analysis, the actual mistake is 
not discovered, but only the fact that it lies somewhere in 
a certain ledger, and in a certain book of pnme entry, 
for instance, that it is in the postmg of the sales, in which 
event the postings of the sales will have to be checked 
until the enor is found 

Vouching 

Vouclung is the very essence of auditing, and the whole 
success of an audit depends upon the intelligence and 
thoroughness with which this part of the woik is done 
Vouching does not mean merely the inspection of receipts 
with the Cash Book, but includes the examination of the 
transactions of a business, together with documentary and 
other evidence of sufficient vahdity to satisfy an auditor 
that such transactions are m order, have been properly 
authorized, and are correctly recorded in the books By 
this means the auditor goes behind the books of account 
and traces the entries to their source, and it is m this way 
alone that he can ascertain the full meaning and circum- 
stances of the various transactions, for if he confines 
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himself to the entues as they .ippear in the hooks of account, 
his information i\ill be incomplete, and he may pass matteis 
of the utmost impoitanci which aftect the accounts very 
materially The entries in the books show only such 
mfoiniation as the book-keeper chooses to disclose, and such 
mfonnation mav he purposely oi unintentionally contr^ 
to the true facts — therctore,~ only by ex.unmmg external" 
evidence can an auditor possibly ascertain the real state of 
affairs' An auditor is blindfold w'ho does not base his audit 
on thorough and efficient vouching /In most cases clever 
frauds can only be discovered by vouching, so that it is 
essential that this part of an audit should be conducted 
with great caie and mtelhgence s/lhe impnitaiice of this is 
cleaxly brought out in the case of Artmiage v BfCitier and 
Knoit, which is referred to m Chapter XII 
'/When checking voncheis, a special tuk, or, better, a 
rubber stamp, should be miprc'sst'd upon the document 
inspected, and tins marking of the voucher should be 
distinctive, as the object is that the same may not be 
produced agam m support of another item J It is well to 
denote, by the place where the voucher is marked, the 
purpose for which it has been taken, as, for example, an 
invoice may be produced twice to the auditor, once when 
vouching the Bought Day Book, and, subsequently, if 
receipted, when vouching the Cash Book The entry in 
the books should be ticked in a distinctive way when the 
corresponding voucher has been accepted 
Whilst the original vouchers are before the auditor, he 
should make careful note of vaiious matters to which 
attention will have to be paid subsequently, or of any 
subsidiary information derivable from the documents 
Such cases will include when further information or author- 
ity IS required, or when additional documents such as con- 
tracts, Articles of Association, or minutes have to be 
mspected When examimng vouchers for rent, rates, 
taxes, insurance, commissions, salaries, etc , the period 
covered by the payment should be scrutinized, and iiotes 
made of any apportionments and outstandmgs thaywill 
have to he provided for at the end of the penoiT^ther 
information may be noted, such as the purchase prices of 
important materials, this information bemg most valuable 
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for the purpose of venf5ring the prices at which such 
materials aie taken into stock By such methods the 
re-e\amination of documents is obviated, and time is 
thereby saved 

CASH BOOK Before settling his programme for 
vouching the Cash Book, an auditor should inquire care- 
fully into the whole system of internal check (if any) that 
IS in force with regard thereto The following suggestions 
,show the lines upon which such inqumes should be 
made — 

(if Has the cashier control of any of the ledgers or 
books of first entry ? If so, special care should be taken 
in this direction, since the opportumties for fraud are 
thereby increased considerably 

(2) Who opens the letters, what records are made, and 
are all cheques and postal orders immediately crossed to 
the clients' bankeis, and also marked “account payee 
only"^ 

(3) Who enters the cheques and moneys received into 
the paymg“in book, and who actually pays into the bank? 

(4) Are all receipts banked daily ^ 

(3) Who makes out and sends off the receipts for 
moneys received^ 

(6) What control is kept upon unused receipt books ^ 
Are they kept under lock and key, and issued only when 
current books are used up completely? 

(7) Is a rough Cash Book kept, and who writes up 
the Cash Books? 

(8) How often, and by whom is the Cash Book checked 
and agreed with the Pass Book? 

(9) What internal checks are there as regards cash 
sales and miscellaneous income? 

(10) Are travellers or agents allowed to collect debts 
due to the concern? If so, to what internal checks are 
they subject, and what records and returns do such 
travellers or agents make ? 

(11) Who controls the preparation and dispatch of the 
monthly statements to customers? 

(12) How are invoices and accounts received, checked 
and passed for payment? 

(13) Who draws the cheques? Are the cheques which 
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cue diawn in payment of atunints ciossed puoi to 
signaline "not negotiable’' and "actonnt pa\ee only”? 

(14) Who controls the dispatching of tlu clutpics and 
covering letters? 

(15) Wlio checks the receqits foi ])avmenls with the 
Cash Book, and hem are such receipts liled? 

(16) Who posts the etitues from the Cash Book to the 
ledgeis? 

(jcy) Aie the monthly statements leceued fiom creditors, 
independently checked with the Bought I edgei accounts? 
,Upon the completion of this mvc si igaiion, the auchtor 
will draw up the scheme of his audit of the C .ish Book, 
paymg special attention tp any weak jHiints in tlie s}stem, 
and all places wheic, from his expeiience, he secs that 
loopholes au‘ likely to be found He should point out to 
his clients any weaknesses in the systesn, and, although it 
IS no part of his duties, m piactict*, as a lule, he would 
advise them as to the niiinnei 111 which the system could 
be miproved and strengthened Thcie aie two mam 
objects of such a system Ihe first is to ensure that all 
the receipts of the business fiomall souices are accounted 
for, and, therefore, every precaution should be taken, by 
means of internal checks, to make it as difticult as possible 
for the receipts to be misapproprutecl The second is to 
ensure that no improper or fraudulent payments arc made, 
that every payment has been piopeily authon/ed and is a 
bona fide business expense, that the transaction is propeily 
lecorded m the hooks of account, and that the payee 
actually has received the amount 
BANKER’S PASS BOOK One of the first steps m 
vouching the Cash Book should be the checking of the same 
with the Banker’s Pass Book The inchvidual items m the 
Cosh Book should be called back with the Pass Book, 
both the Cash Book and Pass Book entnes being ticked, 
and the reconcihation statement at the end of the period 
should be checked, thus agreeing the Cash Book and Pass 
Book balances The cheques, both paid m and drawn, 
that are not through the Pass Book at the date of the 
accounts, and which appear m the reconcihation statement, 
should be traced through into the Pass Book for the suc- 
ceedmg period, m order that ft may be seen that such 
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outstandings axe bona fide transactions which do appear 
in the Pass Book, though in the following period If the 
audit takes place some time after the close of the financial 
peiiod, and there are outstandings that are still not through 
the Pass Book, inquiries should be made as to the reasons 
When checking the debit side of the Cash Book with the 
Pass Book, it should be seen that the dates agree — except 
in the case of country cheques, which will, as a rule, not be 
^credited in the Pass Book for a few days — ^because many 
frauds aie committed by the sirtiple expedient of delaying 
the banking of moneys, the defaultmg person havmg the 
use of such moneys in the meantime, and thus always being 
in possession of part of the funds of the concern 

When checking the credit side of the Cash Book with 
the Pass Book, it should be seen that the dates and names 
in both coi respond, and that all bank charges, dishonoured 
clieqiies, etc , have been entered ^in the Cash Book In 
cases where the Pass Book has been, checked already and 
agreed by the staff of the busmess, and a reconciliation 
statement is placed before the auditor, some accountants 
meiely check the credit side of the Cash Book in total, 
though, even in such circumstances, the debit side should 
be thorouglily checked, aU contras being noted, inquired 
into, and taken into account when agreeing the credit side 
in total Should the auditor have to prepare the recon- 
ciliation statement, he will tick off the Pass Book items 
with the Cash Book, as indicated above, and thereafter 
he will scan the Cash Book for unticked items on both 
sides— -these should represent items not yet through the ^ 
Pass Book From the Pass Book balance should be de- ' 
ducted the total of the cheques drawn, but not yet paid 
by the bank, and to this amount should be added any 
cheques paid m but not yet credited in the Pass Book 
The result thus obtained should give the Cash Book balance 
In the case of an overdraft, the process wiU have to he 
reversed 

Frauds have been covered up m the past by producing ^ 
to the auditor a dummy Pass Book, and, therefore, m 
order to guard agamst this, the auditor should obtain direct 
from the bankers a certificate of the balances according 
to the books of the bank, as at the close of the financial 
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period of the concern whose accounts are being audited, 
and it must be seen that these balances agiee with the 
balances shoivn by tlio Pass Books produced ^^dlen making 
application to the client's bankeis, the auditor should ask 
for a ccitihcate as to all of the client's accounts with the 
bank and particukiis df any bills, secuiitics, etc , held by 
the bank on behalf of the client fheie Inue been cases 
in which there have been accounts with the bink of which 
the auditor had no know'ledge 

VOUCHING DEBIl SIDE 

The vouching of the debit side of the Cash Book is the 
more difficult of the two^ as the auditor is not so much 
concerned with the entries that .ip^ieai as wnth the possi- 
bility that leceipts ha\e been omitted, conseciiieutly, he 
IS thrown bac'k upon the intoinal cheeks, and mchrect 
evidence 

PAYING-IN BOOK If the counterfoils of the Paymg- 
in Books have been imtialed by the bank, a pioportion of 
such counterfoils may be checked with the Cash Book, 
the object of tins is to ascertain that the whole of the 
moneys received has been paid into the bank promptly, 
and also that cheques have not been split improperly 
The splitting of cheques may arise in this way A payment 
by A B & Co of (say) m settlement of their account 
IS misappropuated, and, consequently, does not appqar in 
either the Cash Book or A B. & Co 's account m the Sales 
Ledger If it is left xn this state, after a time attention 
would be bound to be duected to this unliquidated account, 
and on application being made to A B. & Co for payment, 
the fraud would be discovered immediately Therefore, m 
order to cover up this, a later cheque from another delitor, 
C D & Co , for {;loo is entered m the Cash Book as A B.& 
Co £$o, and C D & Co (on account) £50, and the cheque 
of 5^100 IS paid into the bank In this way, A B & Co 's 
account is cleared and the defalcation is transferred to a new 
account and thus for a certain length of time the accounts 
may be manipulated A comparison of the counterfoils 
of the Paymg-m Book may reveal this fraud, unless the 
production of the counterfoils to the bank for initialing 
when paying hi has been omitted, in which latter case, the 
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counterfoils may have been made to agree with the Cash 
Book by the casluer In cases where fraud is suspected, 
the auditor should endeavour to obtain from the bank the 
original paymg-m slips in its possession, and these he should 
check with the Cash Book 

RECEIPT BOOKS The counterfoils of Receipt Books 
may be tested with the Cash Book, though if this check is 
anticipated, the defaulting party may make them agree 
with the Cash Book It must be seen that precautions 
aie taken to prevent blank receipt forms being obtained 
In the same way travellers’ receipt books and coUectmg 
books should be tested with the cash accounted for by 
them according to the Cash Book If items which do not 
appear in the Cash Book are discovered m the Receipt 
Books, these should be carefully mvestigated, as it may 
well be that they represent misappropriations of cash 
leceipts 

7 CASH RECEIVED FROM DEBTORS The best check 
upon the cash received from debtors is to arrange that those 
who collect and handle the cash can m no way control the 
preparation or sendmg out of the monthly statements , if, for 
example, statements are sent monthly in respect of every 
open account on the ledgers, any misappropnation of cash 
received is almost certain to be discovered, as the debtor, 
on receipt of the statement, wih as a rule at once draw 
attention to the fact that credit has not been given for the 
payment he has made 

J CASH SALES In the case of Cash Sales, an auditor is 
largely dependent upon the system in vogue If automatic 
tills are used, the till records should be tested with the cash 
accounted for under this head In large shops the salesmen 
should not be allowed on any account to receive the cash, 
but should make out a bill, carbon impressions bemg taken 
automatically, and upon this biU the customer should pay 
to a desk cashier, who should record such takings m a 
Desk Cash Book When such a system is m use, the count- 
ing-house staff should prepare daily summaries of the cash 
sales from the Salesmen's Desk Books, and these totals 
should be checked and agreed with the desk cashier’s 
summaries, and with the total of cash sales paid mto the 
bank, and m the same way the auditor should verify a 
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proportion of the cash sales If there is no system, 01 if 
what system there is is bad and i.uilty, it is impossible foi 
an auditoi to vouch sati'-f.u toiil} the tasli sales, and in 
such ciicumstaiices he should point this out to Ins pimcipals 
m wilting, and disclaim all lesjionsihihly m this connexion 
until an efficient system is put into ioice 

MISCELLANEOUS RECEIPIS Miscellaneous Re- 
ceipts are somewhat difficult to check, and the evidence 
required depends upon the natme of the items Ihe follow- 
ing are examples, together with the methods by which dll'" 
auditor should vouch them 

RENIS RECEIVABLE I lie leases and agi cements 
wdh the tenants should be examined, and in this way the 
exact amounts riJceivable ascei lamed ihc' amounts due 
will then be checked to the rent-ioll flic units leceived 
according to the Cash Book should be t becked to the lent- 
roll and with agents’ accounts, if the rents ai e collected by 
agents All empties and arrears should be carefully mquii ed 
into, and if the an ears axe heavy and fraud is suspected, 
the auditor should, with the consent of his client, write 
direct to the tenants requesting them to conhrm the amount 
of the arrears In the case of weekly properties, sometimes 
each tenant has a rent book m which the collector enters 
and initials for the amounts received In iyuch cases, the 
auditor should occasionally call for the production of such 
books, and see that all the lents entered therein have been 
accounted for 

INTERESr AND DIVIDENDS Interest and divid- 
* ends received flora investments should be checked with the 
counterparts of the interest and dividend warrants, or the 
letters covering the cheques Is_,the case of bonds, the 
bonds themselves should be inspected’,' and it' will “Be 'seen 
by“T^ 2 Boupon$^that'hftve Leen torn off '^^t interest 
^uHTSw been "received" If the B onds are m fhdiiands 
bankers' ronectm glKelin^ 

when dueTth^ehtriErmTBFT^ will be aluHTcient 

-see'' that“"a31~thB~lhvI^^ 

interest m respect of every investment have been received 
and accounted for 

INTEREST ON DEPOSIT Interest on Deposit will 
be vouched with the entry in the Pass Book 
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COMMISSIONS RECEIVED Commissions received 
will be vouched with the Commission Accounts rendered 
AMOUNTS RECEIVED FROM AGENTS Amounts 
received from agents will be checked with the accounts 
rendered by the agents, which accounts should have been 
checked and passed by the management 

INTEREST ON LOANS The loan agreement or what- 
ever other evidence there is of the loan should be mspected, 
•Hit being seen that the mterest there provided for has been 
accounted for 

^ BILLS RECEIVABLE The amounts received should be 
checked to the Bills Receivable Book, it bemg seen that 
all bills due have been accounted for 
" PROCEEDS OF THE SALE OF INVESTMENTS Pro- 
ceeds of the sale of investments should be checked with the 
stockbroker’s contract note, which will show the net amount 
to be received 

PROCEEDS OF THE SALE OF SUNDRY ASSETS 
Proceeds of sale of sundry assets will be checked with what- 
ever evidence is available In the case of a sale by auction, 
the amount received should be checked with the auctioneer’ 
account and a marked catalogue In other cases, the corre- 
spondence, contract of sale, and any other documents in 
connexion therewith must be exammed, m order to ascertam 
the amount of the sale price 
AMOUNTS RECEIVED UNDER AN INSURANCE 
POLICY Such amounts should be checked by means of 
the correspondence with, and accounts rendered by, the 
msurance brokers or the insurance compames 

SUBSCRIPTIONS Subscriptions received by a club or 
society should be checked with counterfoil receipt books, 
and with the published list of subscribers 

VOUCHING CREDIT SIDE 
RECEIPTS, ETC The majonty of the documents pro- 
duced in connexion with the vouching of the credit side of 
the Cash Book wiU consist of receipts, invoices, and re- 
ceipted accounts, and when examimng these, an auditor 
should compare the name of the payee with the name m the 
Cash Book He should note the dates upon the account, 
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for m tins way it may be found that at counts that should 
ha\ e been charged to the Profit and Loss Account of the 
previous year are being boine the ycai iindei leview 
On the one hand, such a mistake may have been accidental, 
in which case it should bo seen that piopei piccautions are 
taken that no such mistakes are made in the futiiie, or, 
on the other hand, it may be discoveied that there has 
been fraudulent suppression of accounts m the past, and 
that thus the profits have been inflated ^ 1 he dates should 
also be scnitinized, m order to guard against the vouchers 
of back years being produced in support of fiaiidulent 
payments in succeeding yeais Tne particulais of goods 
supplied or services rendered should be strutim/ed, with a 
view to ascertaining that they are iiropcr business charges, 
and that the private accounts of individuals aic not being 
paid by and charged to the business —therefore, the name 
of the paity to whom accounts are addressed should be 
examined If private accounts are paid through the business, 
as sometimes occurs in order that the individual may 
obtain the benefit of trade terms, it should be seen that the 
amount is debited to that person’s account in the books 
and that these transactions have been properly authorized 

The amount of each voucher should be compared with 
the amount m the Cash Book, it bemg seen that any dis- 
counts have been properly dealt with in the books The 
auditor should see that the account has been initialed 
as having been checked and passed for payment, and that 
the proper account m the ledger is debited therewith In 
the case of receipts, if the invoices of the creditor state 
that only official printed receipts will be recognized, then 
no other form of receipt should be accepted without full 
inquiry Receipted mvoices should be scrutinized with 
especiil care, as it is very simple for bona fide invoices to 
be fraudulently receipted by the cashier, for this reason 
receipts upon creditors' prmted receipt foiras, and those 
bearing the creditois’ rubbei stamp, are fai bette^r ei idence 
than an invoice or account merely receipted in ink All 
receipts^ foi amounts of £2 and over should beai a twopenny 
stamp, and the auditoi should point out any that are not 

‘ B> the Tinance Act iga*} receipts for salaries wrgea and buperaimuation auiJ 
other like allowances were exempted from stamp dut> 
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SO stamped, though he cannot refuse to accept such a 
receipt upon this ground only, if otherwise he is satisfied 
with the voucher, as all the auditor requires is evidence of 
payment and that the transaction is in order, and this is 
not affected by the mere non-stamping of a receipt 

Some businesses send with remittances their own form of 
leceipt to be completed and returned by the payees, and 
there is a growing practice to have a form of receipt prmted 
-^at the foot or upon the back of the cheque forms In both 
of these cases such receipts are unsatisfactory ones from 
an auditor’s point of view, as no particulars arp given as to 
the natuie of the payment, and they are not good evidence 
that the payee has received the amount, as there is con- 
siderable danger that sqch receipt forms may be completed 
fraudulently, and such fraud is extremely difficult to detect 
Where such receipts are produced, the auditor should insist 
m the case of all General Ledger items that the correspond- 
ing invoices or accounts should be attached, so that he may 
see the particulars and verify that the payment is in accord- 
ance therewith 

CONTRA ACCOUNTS Accounts settled by contra 
account should be traced, the best voucher being a subse- 
quent statement of account which confirms the settlement 
PAYMENT OF BOUGHT LEDGER ACCOUNTS In 
the case of payments in settlement of Bought Ledger 
accounts, a proportion of the mvoices will have been 
examined when vouching the Bought Day Book, and, there- 
fore, it will not be necessary to call for these again when 
vouching the Cash Book, the creditors’ receipts being suffici- 
ent In the case of payments that are debited to General 
Ledger accounts, however, mere receipts are not sufficient, 
but the auditor must insist upon the production of mvoices 
and accounts, giving full particulars of the transaction, so 
that he may see that the same are m order , further, he may 
have to refer to mmutes, contracts, and other similar 
evidence, before he can pass such payments This part of 
the vouchmg of the Cash Book payments requires great care 

ENDORSED CHEQUES Notes should be made of all 
missmg vouchers, and in cases where these cannot be found, 
the auditor should insist upon duplicates being obtained 
In such cases, the endorsed cheques often are produced to 
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the auditor, in heu of a leceipt, but thebe should not be 
accepted as \ ouchers,, except in spec lal cases An endorsed 
cheque is not a legal leccipt, it affords no cnidence as to 
the nature of the payment, nor is^it good e\ idence that the 
payee has received the amount, as the ondoisement may 
be forged The only tircumstanic in which endorsed 
cheques might be consideiod suffuient voiicheis is when the 
signatuie of the payee is well knowiuto the auditor, and there 
IS other evidence as to the natiiie of the payment, that ih 
IS in order, and that it has been duly authoiued, examples 
being dircctois' fees, salaries, and partneis’ drawings 
Even m such cases, howe\er, piopcr receipts should be 
obtained, if possible, and it is adciStible, with legard to 
partners' drawmgs, that the partne^^ should be requested 
to examine then respective drawing accounts peuoclically, 
and, if they find them to be m order, to initial them, 

CAPIIAL EXPENDIIURE Capital expenditme 
should be most carefully vouched, with a view to asccrtain- 
mg that the payments are in oilier, have been piopeily 
authoiized, and are proper capital charges The question 
as to what documents will be required depends upon the 
nature of the payment The folio wung are examples 

PLANf, MACHINERY, FURNITURE, FIXTURES, 
ETC Invoices and receipts will be required, and inquiry 
should be made in order to ascertain that the items are 
bona fide capital chaiges, have been properly authoiized, 
and that no lepairs and expenses of maintenance are added 
to the capital account In the case of a machine, to the 
invoice pnee there can properly be added the cost of carnage 
and the costs of erection 

LAND AND BUILDINGS The contract of sale and the 
sohcitor’s statement, showing the purchase consideration 
payable should be seen If the btul^ngs are being erected, 
the auditor should examine the builders' contract, the 
builders’ receipts, and arclntects' certificates The title 
deeds and conveyance or the lease should also be inspected 
Solicitors’ and architects' charges will be vouched by their 
receipted accounts, and these expenses may be treated as 
being part of the capital cost 

INVESTMENTS If purchased through a stockbroker, 
the contract note should be inspected, and this will show the 
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exact amount payable In the case of a new issue, for 
which apphcation has been made, the allotment letter and 
bankei’s receipts for the instalments paid should be m- 
spected, if these have not yet been exchanged for the 
certificates The share certificates, bonds, etc , wiU also 
have to be exammed when verifying the assets 
PATENTS The patent and, if it has been purchased, 
the assignment should be inspected The patent agents' 
^receipted accounts should be seen in order to verify the 
charges to the asset account The receipts for the patent 
renewal fees should be seen , these fees should be charged to 
Revenue 

LOANS The loan agreement and the security held (if 
any) should be inspected, and also the authority for the 
loan, such as the directors' mmute In the case of loans to 
directors and officers of a company, the auditor must see 
that the terms of Section 128 of the Compames Act, 1929, 
have been compliefi with 

^ WAGES The question of wages is one of very great im- 
portance in the case of manufacturing businesses, and 
it IS essential that there should be a most complete 
internal check in this direction The auditor should carefuUy 
examme into the system of recording and pa3nng wages, 
and if it is bad and faulty, he should point out its short- 
comings and disclaim responsibihty, for in such cucum- 
stances it is impossible to prevent, or be certain of detecting, 
frauds The hnes upon which a wages system should be 
based are as follows 

The times of time-workers are best recorded by means 
of time-recording clocks, and it is important that responsible 
officials, such as foremen, should see the hands rmg in and 
out upon the clocks, as, otherwise, late arrivals may get 
their earlier comrades to rmg in for them 
The times of each employee, as shown by the clock 
records for the week, should be entered in the Wages 
Book by one wages clerk, and tihe rates of pay mserted 
The amounts should then be calculated, all deductions such 
as National Insurance contributions. Unemployment, sub- 
scriptions, etc , made, and then the Wages Book should be 
cast The whole of this work should be mdependently 
checked, the clerks taking part in each stage of the 
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preparation and checking of the Wage=: Bonk initialing for 
what they have done 

In the case of pic( e-woikoi^, as the woik ib given out 
and taken back by the foteinau, paiticulaib should be 
entered upon piecc-woik cauls m sheihs, which should be 
initialed by the piece-woiker and the founiuin Ihese 
caids or sheets should be passed to the wages otlice, the 
particulars being entcied up m the Wages. Book apd inde- 
pendently checked as in the case of the time-woi kers ^ 
When complete, the Wages Book should be handed to' 
the cashier, who should have no control o\ei the actual 
pieparation of this book The cashier should pioceed to 
draw and cash a cheque foi the exact amcnint of the w'cek’s 
wages He should then pl’ace the exact amount due to each 
wage-eaxnei in an envelope or tan beaung the iiuhviduars 
name or number, aftei which the Wages Book and the cash 
thus sorted should be handed to a lesponsible olhcial, 
who should pay the w^orkpcople as they leave the works, 
foremen who know the employees being present to identify 
them The casluei and the person paying the wages should 
initial the Wages Book, which should thereafter be returned 
to the wages office 

The above is but a brief sketch of a wages system, but 
the basis upon which every system should be built up is 
that the records m the works, the preparation of the Wages 
Book, its checking, the handling of the cash, and the pay- 
ment of the wages, should be under entuely separate and 
independent contiol The management of the business 
should watch the wages system c.irefully, and occasionally 
either take part m or watch the actual payment of the hands 
After investigating the system, and assuming that it is 
an efficient one, the auditor should check the Wages Book 
as follows — 

Check a proportion of the castings and calculations, 
Test the weekly totals of the Wages Book with the 
cheques drawn as shown by the Cash Book , 

See that the Wages Book has been imtialed by all taking 
part in the various stages , 

Occasionally test the system by calling for the time 
records and piece-work cards for a week, and checking 
these with the entries m the Wages Book 
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In ordei to ascertain that no dummy names are included 
upon the pay lolh the auditor should occasionally call for 
the pioduction of the National Health and Unemployment 
Caids for each^woiker These should be checked with the 
names in the Wages Book, it being seen at the same tune 
that each caid is properly stamped to date 
SALARIES A Salanes Book, in which should be entered 
the weekly or monthly salary of every salaried official, 
should be kept The book should be ruled with columns in 
winch the actual pa;yments are entered The auditors should 
test the cheques drawn with the Salaries Book, which latter 
should be initialed by a partner or responsible official The 
authoiity for all alterations in the salanes payable should 
be confirmed 

TRAVELLERS' COMMISSIONS AND EXPENSEsJ 
Records should be kept for each traveller of the monthly 
amounts due foi commissions and expenses In some cases 
travelleis arc allowed a fixed amount for travelling, hut 
wheie they are allowed to charge then actual expenses, 
voucheis should be insisted upon for all expenses, except 
such as railway fares, etc , for which no receipt can be 
obtained Where this latter method is adopted, the expenses 
should be carefully watched and checked by the manage- 
ment When the travellers are paid, the amounts should 
be entered m the travellers’ accounts and a receipt should 
be obtained The auditor should test these records as far 
as possible, and vouch the cheques drawn, accordmg to the 
Cash Book, with the travellers’ receipts He should also 
see that all unpaid commissions and expenses are brought 
into account at the end of the financial period 
FREIGHT AND CARRIAGE The payments made 
should be vouched with the statements rendered by the 
shippers or earners together with the receipts The auditor 
should verify that all shipping and other rebates due have 
been properly accounted for 
CUSTOMS DUTIES If these have been paid by a for- 
warding agent, the amounts will he included in the agent’s 
monthly statements, to which should be attac!^ed the official 
receipts Receipts are not always given, hut they can he 
obtained if requested The system of payment should be 
investigated and the payments carefully vouched 

5— (B 1511+) 
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PEl'lY CASH Petty cash should he kojh upon the 
Inipiost S^ stem, bv whu h the pettj uishiei is t;i\ en a loiind 
sum wluth IS tsUmated to he sufTkient to co\ ei his expenses 
foi the ensuing week oi month, as tin, case ma\ he At 
the end of this pcuod, the pett\ cashiei should balance 
lus hook and pioduce it to the cashier, w'ho should check 
and vouch it, and, if it is m older hand the petl} cashier 
a che(]ue foi the exact hmount of the total chsbiiisements 
fm the peiiod ihc Petty Cash Book should he iiiled 
with analysis columns, in oidei to sa\c the mimbei of 
postings to impel sonal at counts Vouchers should he 
insisted upon foi all pavments ahoxe, sav, 5s , and in 
cases wdicic it is'^imjiossihlc to obtain leceipts, dockets 
should be made out, guing details of the fxpendituu, and 
such dockets should he imlialtd By the pi 1 son ai tiially 
expending the money Phe amounts should be enteied on 
the dockets in woicK as well as hguies, so .is to guard 
against siihseciuent imjnoiKT altciations of the amounts 
On no account should anyone, otlieu than the petty cashiei, 
'liaxe access to the petty cash, and clerks should not be 
allowed to bonow^ from petty cash the last day of the 
financial period, all cash balances m hand aie sometimes 
paid into the bank, and on the fiist day of the ensuing 
penod the petty cashier is guen a cheque foi the agreed 
fixed lound sum The only sums utilized for petty cash 
should he the pioceeds of the cheques drawn specially foi 
this pinposi' — all sundiy small leceipts should be paid into 
the bank and passed tin ough the Cash Book 
'Ihc auditor should caiefully mquno into the system of 
petty cash, and report if it is weak or faulty Ho should 
test the castings and postings, and the cheques drawn 
from the Cash Book into the Petty Cash Book He should 
see that the hook has been initialed by the casluer, and he 
should check at least a proportion of the vouchers, at the 
same tune observing the nature of the payments, and the 
heads under which they are analysed ‘tjccasionally and 
without notice the auditor should count the cash in hand 
and agree it with the balance shown by the Petty Cash 
Book If this IS not done at the date of balancing, the book 
should be checked to the date at which he attends, and the 
balance then counted and checked with the Petty Cash Book 
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balance at that date *^urpnse checks are the only ones 
likely to reveal a discrepancy, as otherwise the petty 
caslner will borrow from some source the necessary cash 
to make up the balance shown by the Petty Cash Book 
POSTAGE BOOK The auditor should see that there is 
an efficient internal check upon the postages, and he should 
check this book occasionally, checkmg the amounts drawn 
from the Petty Cash Book into the Postage Book, and 
' counting the stamps in hand 
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VOUCHING {tonfinutd) 

Bought Day Book 

Thl whole system .ib iefj;aids ordering and lecciMiig goods, 
checking in\oices, and anthon/ing payment, should be 
investigated hj the auditoi , as, if strict control is not exer- 
cised in this diicction, the oppoi tumties foi fi and aie very 
great The cpieslion whedher a refill}’- effective system can 
be t voh cd depends upon the staff available, ,uid if there is 
no system, or there is a bad one, an auditor should exeicisc 
consideiablc tare, and check exhaustively the Bought Day 
Books and Lcdgcis 

An offectitc piocedme should be mstitutcd as fegards 
the placing of oiders For example, if stocks lecpmo re- 
plenishing, the stoiekecper should piepaic a lequisition 
note, giving particulais of the mateuals required, and this 
requisition should be counter-signed by a duly authorized 
official It IS most miportant that effective control should 
be exercised by the management over the placing of orders 
and that proper records should be kept 
yAll orders should be made out on manifold and numbered 
order forms provided with carbon leaves, so that every 
Older issued is duplicated automatically 
^oods inwaids clorkets should be kept at the entrance to 
the works As goods are received, the quantities and 
weights should be checked, entered on the goods mwaids 
docket, and checked with the delivery notes 
JThe invoices should be checked by the invoice clerk, 
with the order form and the goods inwards docket, as to 
particulars, quantities and weights — references to these 
dockets being placed upon the invoice The prices should 
be checked with quotations, estimates, or previous invoices 
After bemg checked thus, the invoice should be initialed 
by the head of the department by whom the goods or 
services were ordered Having been checked, imtialed and 
passed, the particulars of the mvoices should be entered in 
the Bought Day Book, and the invoices numbered and filed 
The clerks in charge of the Bought Day Books should 
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on no account post the entries to the Bought Ledgers, nor 
should they have anything to do with the drawing of the 
cheques in payment of accounts 
No accounts should be passed for pa3nnent until the 
Ledger has been posted up to date, and a responsible 
official should authorize the drawing of the cheques, hut 
before doing so he should have been satisfied that the 
accounts put forwaid for payment agree with the creditors’ 
'accounts in the Bought Ledger 

The auditor should test the invoices with the Bought 
Day Book As he checks each invoice, he should place his 
audit stamp upon it, so as to prevent the same one bemg 
produced a second time Occasionally, especially in cases 
of suspicion, the order forms and goods inwards dockets 
should be called foi, and the Bought Day Book items tested 
therewith 

When examining an mvoice, special attention should be 
paid to the following pomts— 

(1) That the name of the creditor agrees with the 
entry m the Bought Day Book 

(2) That the invoice is addressed to the auditor’s clients 

(3) That the date agrees with that m the Bought 
Day Book, and falls withm the period under review 

(4) That all trade discounts have been deducted 

(5) That the net amount agrees with the Day Book 
entry 

(6) That the invoice has been imtialed as havmg been 
checked in every way 

(7) That the item is analysed to the proper impersonal 
account 

(8) That from the particulars it appears to be a proper 
busmess charge 

(9) If partners’ or directors’ and officials’ private ac- 
counts are passed through the Bought Day Book, that 
they are charged to their personal accounts 

(10) That any invoice charged to capital appears to be a 
proper capital charge, has been properly authorized, and 
IS debited to the correct account 

Profits can be inflated easily by the suppression of invoices 
(see Swiih v Offsr and othcfs, p 220) , therefore, at the end 
of the period the auditor should call for the Goods Inwards 
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Book andtiiice into tlu* Bought Da\ Book all big lines of 
goods which ha\c come in during the last few W('cks The 
invoice file foi the ensuing period also ina\ be inspected, and 
the dates of the imoius tluicui e\ umned, to see wiicthei 
ain of these should be chaiged to the peiiotl unde i audit 
In order that the auditoi ma\ bt' satisfied that all invoices 
have been included. Ins clients should aiiangc that at the 
date of the Balance Sheet a notice- should be sent to every 
cuditoi who has an account in the Bought Ledger, request- 
ing him to fuintsh a statement showing the balance due to 
him at that date, oi if there is nothing owing, a notification 
to that effect These statements and notices should be 
pioduced to the anditoi, who should compare them with the 
Bought Ledger accounts, seeing that sue h statements bear 
the date on which the fmanc lal pc'nod ends If all these agree, 
It Is pioof that th( individual cu clitois’ books agico with the 
books of the auditor’s clients, .md, theiefoie, that, as legards 
these accounts, at any rate, no m\ oices have been omitted 
A veiy simple fraud m<iy be perpetiated in connexion 
with purchases by entering invoices twice in the Bought 
Day Book, in each case the ci editor’s account being ci edited 
In due course and at different dates, two cheques are drawn, 
one being sent to the creditor and the othei misappropriated 
Both cheques are debited to the creditoi’s account, the 
balance upon which will agree with the creditor’s periodical 
statements In older to provide a leceipt m siippoit of the 
second and fraudulent payment, the bona fide icceipt may be 
produced twice unless the auditor takes the piecaution of 
marking voucheis, m which case the invoice might be 
receipted fraudulently, or the ci editor might be asked for a 
duplicate receipt on the pretext that the original had been 
lost Such a fraud cannot be discovered unless the invoices 
are carefully checked with the Bought Day Book If, how- 
ever, there is a proper mtemal check, and the Day Book, 
Ledger and Caqji Book are each under separate control, this 
fraud cannot be committed unless there be collusion 

Bought Day Book j Returns and Allowances 
In this book will be entered allowances made by the 
creditors of the concern whose books are under audit, in 
respect of goods rejected and returned, damaged goods, 
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short weight or quantities, errors in calculations, etc The 
creditor signifies his assent to such allowances by ren- 
dering a credit note The auditor should see that there 
is a proper system for dealing with these items, and, if 
there is, as a rule he wiU be satisfied by testing the castings 
and postings of this book , but, of course, m cases of suspicion 
and exceptional items, he should compare the entries with 
documents, such as credit notes. Goods Outwards Books, 

» correspondence, etc 

Sales Day Book 

The system for dealing with orders received should be. 
investigated, and there should be Order Books m which 
they are entered upon receipt The actual orders may be 
in the form of letters, travellers’ or agents’ returns, or they 
may be meie oral instructions, but m all cases there should 
be a permanent record so arranged as to be mstantly 
available for reference 

When the order is executed by the dispatch of the goods 
or the completion of the work, an invoice should be prepared 
and dispatched immediately The mvoices should be dup- 
hcated by means of carbon leaves, and from these copies of 
the actual invoices, the Sales Day Book should be written 
up By the use of accounting machmes the whole of these 
records, mcludmg the writmg up of the Sales Day Book, 
can be effected m one operation of the machme All goods 
leaving the works should be checked out, and recorded in 
a Goods Outwards Book 

The two mam pomts that an auditor should guard 
against are the omission of sales and their inflation In the 
case of a small business, where the head clerk has control 
over the whole set of books, if he omits to enter sales, it 
may be possible for him to misappropriate the cash or 
cheques remitted in payment of such items In these cir- 
cumstances, no records of these transactions will appear m 
the books at ah, and, consequently, this fraud could be 
detected only by comparmg the Sales Day Book with such 
original records as the duphcate invoices. Order Books, 
Goods Outwards Books, etc The inflation of sales will be 
done with the object of improperly increasmg the profits 
or decreasing the losses, and to guard against this, also, the 
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Sales Day Bt)ok entues bhoulcl b( Itsti'cl with the oiigmal 
lecoids, in oidci that the audit oi ma\ he batisfied that all 
the sales ontcied aie bona lido tiansaetions In cases of 
suspicion, the Sales Da^ Book should bo thuked exhaus- 
tivcty, but in the oidmaiy way, whoio then is a lehable 
system of mteinal check, it will be suliiciont to test a pio- 
poition of the entues 'Ihe fact that tlie auditoi calls foi the 
Ordei Books, duplicate imoicis and Goods Outwaids Books 
occasionally, cioatcs a moral check of gieit \aluc Many, 
aiiclitois elect to spend tonsideiable tune checking the Sales 
Day Book postings, which, it may be, luive been checked 
ahead} and the clencal .ucuiac} pimtd bv the clients 
stall, whereas the auditoi's lime would be fai hettei occu- 
pied m testing the entues with the ougmal uioids 

When checking the Sales D.iv Book, the auditor should 
be careful to see that, il any old assets haic been sold 
and charged out through the Day Book thi‘se iunuunts 
have not been included m the totals credit ed lo the sales 
account, but have been ci edited to the pai titular asset 
account, and the proht or loss on the Stile properly adjusted 
for 

An excellent check upon the sales, which is sometimes 
met with m practice, is for a statement to be sent to all 
debtois of the concern at the date of the Balance Sheet, 
with a icquest that they will confirm the fact if the balance 
agrees with their books, and, if not, point out any differ- 
ences This method, when propeily controlled by the 
management, proves to be a most valuable check upon the 
book debts, it acts as a check upon the sales as entered in 
the Sales Day Books, and is also evidence that the whole 
of the cash received from debtors has been accounted foi 
m the Cash Book In cases where fraud is suspected, one 
of the most effective means for detecting discrepancies is 
for the auditor to control the sending out of such statements 
and the replies received 

Goods 09 Sale or Return 

The auditor should make sure that an effective system 
IS in force for dealing with these transactions and he must 
see that goods out on sale or return, but unsold at the date 
of the Balance Sheet, are not treated as sales but as stock. 
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allowance being made in the valuation for damaged stock 
and for handling expenses 

Packages and Empties 

If packages are returnable by customers the auditor 
should carefully examine the system When packages are 
charged out to customers they must not be included with 
Sales but should be kept separate m a special column in the 
' Sales Day Book or m a separate book In the Sales Ledger 
it is of great assistance if packages are recorded in a separate 
column At the date of the Balance Sheet a reserve must be 
made for any profit on the packages m the hands of 
customers Reserves should also be made for depreciation 
of packages in the hapds of customers and in stock The 
auditor should test the records with dockets, etc , and he 
must satisfy himself that the whole of these transactions 
have been properly handled 

Sales Day Book Returns and Allowances 

The system as regards these credits to the Sales Ledgers 
should be inquired into, as it is possible that improper 
credits may be passed through m this way, m order to 
cover up nnsappropnations of cash received from debtors 
Therefore, ah credits should require the authority of a 
responsible official, and the credit note should be initialed 
and duplicated by means of carbons The auditor should 
carefully scrutimze large credits, and, if necessary, ex- 
amine the documents, such as copy credit notes, corre- 
spondence, Goods Inwards Books, etc The credits made 
after the close of the year should be examined if the amounts 
are considerable, as sometimes, in order to make the results 
shown by the Profit and Loss Account more favourable, 
allowances, etc , are held back until after the date of the 
Balance Sheet 

Bills Receivable Book 

In this book wiU be entered aU bills received, and parti- 
culars as to when they become due, and how they are 
disposed of The auditor should see that the proceeds of 
every bdl are accounted for, oi, if a bdl is dishonoured, 
the amount thereof plus any expenses are debited to 
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the particular debtor’s account m the Sales Ledger 
BilK that have been met or discounted will be traced 
into the Cash Book and Pass Book, and those that are 
still cut lent at the dale of the Balance Sheet should be 
m hand, and should bo inspected In the auchloi —m this 
nay, everj^ bill will be auounled for The Bill Jhiok shows 
the details that make up the balance upon the ihlls Receiv- 
able Account in the Leciger> and it should bo seen that these 
are in agieement 

Bills Payable Book 

All bills accepted should be entered in this book, .ind as 
tlu'j. aie met they should be maiked oft theiein Those 
bills that have been paid will appeal m tiu* Cash Book, 
and the letuinc'd bills should be produced as Miiichtis 
It should be seen that the halaiice upon the Bills Payable 
Account in the Ledger is m agreement wath the details as 
shown by the Bills Payable Book 

Journal 

The Journal should be vouched most carefully, for 
through the Journal will pass all extraoidinary trans- 
actions for which there are no special books of first entry 
The entries appearing in the Journal will be such as all 
opening entries , for example, the accpusition of the various 
assets from vendors, the issue and allotment of shaies and 
debentures, closing entries such as the provision foi out- 
standings, depreciation, reserves for bad debts, mteiest on 
capital, entries correcting eriors, etc , and many other 
miscellaneous items, such as the wntmg off of profits or 
losses upon the sale of capital assets, and various adjusting 
entries of this nature From the above examples, it will be 
seen that these items are of a very varied nature, and that 
they are of great importance, as they may affect the final 
accounts to a considerable extent It is, therefore, essential 
that the auditor should vouch thoroughly every entry 
passing through this book 

The actual evidence that the auditor will require will 
depend upon the nature of the transaction In the case 
of openmg entries recording the acquisition of assets under 
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a contract^ the auditor must inspect the contract, and 
see that the terms thereof are given effect to correctly m 
the entnes To vouch an allotment of shares m the case 
of a company, the prospectus, directors' minutes, applica- 
tion letters, contracts, etc , wiU have to be inspected 
Provisions for depreciation can he checked only by dis- 
cussion of the whole question with the management In 
this way it may be ascertained whether or not, in the 
opinion of the auditor, sufficient depreciation has been 
written off The adequacy of the amount reserved for 
bad and doubtful debts can be verified only by an inspection 
of the whole of the accounts contained in the Sales Ledgers 

The above are only a few examples of the entries to be 
found in a Journal, together with a rough idea of how 
some of them should be vouched Later, these matters 
will be dealt with in more detail, but it will be realized at 
once how important it is that an auditor should exercise 
great care when vouching the Journal 

Bought Ledgers 

The postmgs to the Bought Ledgers from the Cash 
Book, Bought Day Books, Returns and Allowances Books, 
Bills Payable Book, and Journal, will have been checked 
or tested The castings of the Ledgers should be tested 
and the balances checked on to the schedules ojf creditors 
In the case of creditors from whom goods are purchased 
regularly, the a uditor sh ould see that invoices up to the 
end of the period have been credited to the account , if not, 
inquiries should be made The best and most valuable 
check upon the Bought Ledger balances is the production 
of creditors’ statements, as these prove whether or not the 
accounts are in agreement with the books of the creditors 
Of course, in some cases such statements may not agree, as 
goods may have been debited by the creditor on or before 
the date of the Balance Sheet, but such goods may not 
have been received and credited m the books of the auditor’f 
chents until the following period In such cases the auditor 
should carefully trace such goods through the Goods 
Inwards Book — confirming the dates — and he should see 
that these goods have not been included in stock It 
may be found that certain accounts are in dispute, and. 
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theieforc, the statements disani ec- -m these circumstances 
most careful inquiries should be made, and the correspon- 
dence should be examined to see that adecpiate provision 
IS made m the accounts foi all outstanding liabilities If 
claims ha\e been made b\ a ci editor which have not been 
agreed to oi pio\ided for m the accounts, the auditor 
may liave to insist, if the amounts involved are large, upon 
such claim at least being rcfcried to in the Balance Sheet 
by \Va5^ of a note, otheiwise he may have to refer to the ' 
matter m his audit lepoit In the case of claims that aic 
the subject of a pending lawsuit, the auditor should see that 
ample provision is made m the ac counts foi <iny likely lia- 
bility undei this head, including the legal chaiges If he 
IS not satisfied with the piovision made, the mattci will 
be one that it may be necessary for him to deal with m his 
lepoit 

Any debit balances upon the Bought Ledgeis should be 
carefully examined, with a view to ascertaining that they 
aie bona fide amounts owing, for example, for leturns, 
allowances, etc If any of such debit balances aie of long 
standing, the auchtor should go into them with a responsible 
official, and see that adequate reserve is made for any 
possible bad oi doubtful debts 

Sales Ledgers 

The postings, castings and balances of the Sales Ledgeis 
should be tested, and checked in the same way as m the 
case of the Bought Ledgeis, but when checking the Sales 
I-edger balances each account should be scrutim?ed with a 
view to ascertaining whether or not the reseive lor bad and 
doubtful debts is a sufficient one The auditor should ask 
first for a list of the bad and doubtful debts, and a cortific<ite 
as to the reserve that, in the opinion of the management, is 
necessary to provide for them 

When examining the Sales Ledger Accounts, the auditor 
,^hould make a note of, or query upon the list of balances, 
all accounts that appear to him to be doubtful, and which 
are not included in the hst of bad and doubtful debts (if 
any) supplied to him 

If the cash received since the close of the financial penod 
has been posted to the ledger, the auditor may pass as 
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good all accounts that have been paid since the date of the 
Balance Sheet, and he may also consider as good all debtors 
whose accounts are paid regularly, and who invariably 
take advantage of cash discounts On the other hand, he 
should query aU accounts where any of the foUowmg cir- 
cumstances occur — 

(1) Where cash payments are irregular, or where small 
pajmients aie made on account 

(2) Where the balance on the account appears to be 
increasing, although the trade done is about the same as 
m the past 

(3) Where cheques or biUs have been dishonoured, 
and, therefore, debited to the account 

(4) Where biUs are constantly bemg renewed 

(5) Where the debt has been owmg for a time con- 
siderably beyond the period of credit which is customary 
m the particular trade 

(6) Where notes appear upon the account, such as 
"Account stopped," "m sohcitor’s hands," "in bank- 
ruptcy, " 01 " m hquidation, " “ disappeared and address 
unknown," etc 

All quened accounts, or such of them as do not appear 
upon the hst of bad and doubtful debts supplied to the 
auditor, should be gone into with a responsible official, 
and his explanations asked for A good plan is to have 
the hst of queued accounts ruled with columns headed 
(i) balance as per ledger^ (2) good, (3) bad, (4) doubtful, 
and a further column for "remarks " As each debt is 
discussed with the responsible official, it should be extended 
into the " good," "bad," or "doubtful" column, and, if 
doubtful, lus estimate as to the amount that probably 
will be received should be noted Upon completion, the 
columns should be cast, and it should be seen that the 
reserve foi bad and doubtful debts is sufficient to cover 
the whole of the debts estimated to be bad, and a large 
proportion of those estimated to be doubtful Such pro- 
portion will be based upon the information supphed, and 
might be from about 40 to 50 per cent of the total doubtful 
debts, but this depends upon the circumstances of the 
case In addition, there should be a further provision m 
respect of the remaimng debts that are estimated to be 
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good, as fiom past experience it will be ceitain that a pro- 
poition will piove to be bad, piobably fiom i to 5 per cent 
will be a huliicient piovision nndei tins head 

Resell es foi bad and doubtful debts aie calculated 
sometimes by way of a peicc ntage on the total book debts 
or upon the tuino\ei fui the ]ieriod, howcvei, tins method 
IS not recommended, and if it is adopted tlu auditoi should 
proceed as explained above, and tluis satisfj. himself that 
the lescive IS a sufficient one ^ 

Ihe only wav that a lehable opinion can be formed as 
to the suffieiency of a leseive for biid and doubtful debts 
IS by examining the vaiious debtois’ accounts, and mqmring 
into the ciiuimstances of all doubtful looking accounts 
'Jins IS a most important pait of an auditoi’s duties, for m 
many cases the total of the book debts amounts to a con- 
siderable sum, and the amount of the resc'ne rnateiially 
atfpctb the position shown by the accounts Iht debtors 
represent sales that have been ciedited to frading Account, 
but winch have not been paid foi, and if, m fact, pait of 
them are never paid for, instead of such sales repicsentmg 
income, they aie an absolute loss, therefore, unless the loss 
under this head is amply provided for, the prohts will be 
over-stated, as also will be the book debts Ihe difficulty 
IS that this loss has to be estimated, and it is, therefore, of 
the utmost importance that every precaution should be 
taken to auive at as accuiate an estimate as possible, 
and tins can only be done by adopting some such metliocl 
as IS descubed above 

H, after completing his investigation under this head, 
the auditor is of opinion that the reserve is not sufficient, 
he should put his views before the directors or partners, as 
the case may be, and heai what they have to say upon the 
point If, thereafter, he is stdl of the same opinion, and, 
nevertheless, the directors or partners refuse to alter the 
accounts, he sHbuld then point out m his audit report 
that, in Ins view, the reserve is inadequate These circum- 
stance are dealt with m the case of Arthur E Green & 
Co V The Central Advance and Discount Corporation, 
Ltd and The Scarborough Harbour Commissioners v Rob- 
inson, Coulson, Kifkby (S’ Co , which cases are discussed in 
Chapter XI 
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In cases where fraud is suspected, as has already been 
stated, it IS advisable for the auditors to circillarize the 
whole of the debtors appearing on the books asking foi 
verification of the amounts owmg 

In certam countries abroad it is the general practice for 
the auditors as a part of their ordinary programme to 
ciicularize debtors m this way Such circularization, if 
direct with the debtor® is the best possible check as to the 
correctness of the total of this asset 
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General or Impersonal Ledger 

H uiNG audited the SUes and Boui,dil Lecls^ei->, the auditoi 
must tuin his attention to the Smpeisonal oi Gcncial 
Ledgci, the exhaustue checking of uhith is of the utmost 
importance Ihe detail postings from the Cash Book and 
Joiiinal, and tlie totals from the Da} Books, Bill Rooks, 
etc , will have boDi cheeked, and now the castings of each 
account should be xeufied, and the balanc es c becked on to 
the Inal Balance E.ich account should be examined caie- 
fully, in 01 del that the audit oi may satisfy hinistdf tliat he 
has chocked sulliciently the details m iking up the balance, 
and that such items aie in onUi, propcily classilu'd, aiici 
desenbod in the p.uticiilai account On no account should 
this pait of the work be earned out mechanically, but keen 
intelligence must be exeicised, as the General Ledger con- 
tains a great part of the mateiial from which the Piolit and 
Loss Account and Balance Sheet axe bmlt up, and it is the 
auditor’s duty to see that these are pioperly diawn up, so 
as to exhibit a true and conect view of the state of the affairs 
of the concern , and whether this is so or not largely depends 
upon how d( curately and correctly the General Ledgci has 
been kept An auditoi should bexu m mmd, when engaged 
upon the detail checking of an audit, that eveiy item cluectly 
or mduectly affects the final accounts, and, therefore, he 
must see that the details are lecorded and classified cor- 
lectly, and m such a way that they will find their correct 
place m the Profit and Loss Account and/or the Balance 
Sheet, Every account in the General Ledgci should be, as it 
were, alive to him, and the exact nature of all the detail 
items making up the balance should be appreciated and 
understood 

Grouping Items in Accounts 

The Profit and Loss Account and Balance Sheet are 
summaries, that is to say, most of the mdividual items 
mcluded therein are composed of a number of separate 

6o 
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amounts, and it is the duty of the auditor to examine such 
details and to see that the summarizing and grouping of 
the items are done correctly He must see that only trans- 
actions and items of a hke nature are grouped together, 
that IS, that the heading given fairly describes every 
component item, otherwise, by lAcorrect classihcation, 
the results shown by the accounts may be made to be 
absolutely misleading ^f^'or example, this will be the case 
iif revenue charges such as repairs to plant aie debited to 
Plant and Machinery Account, or if, m framing the Balance 
Sheet, debit balances upon such accounts as Preliminary 
Expenses, Advertising Suspense, Payments m Advance, 
and, to take an extreme case. Profit and Loss Account, 
are included under the heading ‘ ‘ Srmdry Debtors ’ ' For 
the term “Sundry Debtors” should cover only amounts 
owing and payable to the concern, such as trade book 
debts contained in the Sales Ledgers, whereas the items 
above do not represent moneys owing at all, and are not 
assets in the ordinary sense, but represent moneys spent, 
resulting m debit balances, which, as a matter of accoun- 
tancy, irTust be earned forward in the Balance Sheet until 
they are written off to Profit and Loss Account Such 
items, therefore, should not be mcluded with hquid assets, 
but should be stated separately and described clearly, so 
that the exact position of affairs may be reflected 

The exact form of the final accounts, the headings under 
which the transactions should be classified, and the order 
m which the items should appear in the Profit and Loss 
Account and Balance Sheet, are aU matters of personal 
opinion, and m respect of which opinions differ The 
auditor is not concerned with these questions, provided 
that the position shown by the accounts is a clear and true 
reflection of the state of affairs He must see that only 
items of a like nature are grouped together, that there is 
sufficient subdivision to make the accounts clear and 
mtelhgible, and that there is no suppression of material 
facts 

The final accounts are mere summaries built up from, 
it may be, thousands of detail items, and such accounts 
disclose the combined effect of all the business trans- 
actions that have been earned out during the period of 

6— <B 1324) 
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the ciccounts — only hv going behind the accounts and 
examining the details can tlie natiuc and lesult of the 
various liansaclions be appieciated, and the atciuacy of 
the sninmaiies b( \eiificd It is foi this pm pose, thciefore, 
that the"* auditor is appointc d, namtd-y , that he may examine 
into all such detail, and thus satisfy himself whether oi 
not all the tiansactions aie in oidei, and that the accounts 
are correct summaiies, giving a fai]^iellection of the results 
of the trading foi the period, mid the hnancial position at 
the date of the Balance Sheet 

The Principles Governing the Preparation of Trading, 
Profit and Loss, and Appropriation Accounts 

Auditors have to criticize the foim m which accounts 
ate drawn up, further, they often aie lequested to prepare 
the accounts, or to give adiice m this connexion, and, 
therefore, although this subject belongs moic to accoun- 
tancy than auditing, it is thought that it Mill not be out 
of place to consider biiefly some of the principles goveuimg 
the preparation of the Profit and Loss Account and Balance 
Sheet, before passing to the detailed work connected with 
the audit thereof For it is essential that, before criticizing, 
an auditor must have a correct knowledge of how such 
accounts should be diawn up, in order that all necessary 
information may be disclosed m a form that will be easily 
undcistood Accountants should not forget that their 
accounts are not prepared for accountants, but for the 
information of the gencrid public, and that, therefore, 
the form of presentation of accounts should be made as 
simple as possible 

The Royal Mail Steam Packet Co case was the first one 
to raise the question of the auditois’ responsibilities as 
regards the Profit and Loss Acflfount Previous to this case 
the view of the profession was that as the auditor's report 
referred only to the Balance Sheet, that he was merely 
concerned with ascertaimng that the final balance shown 
by the Profit and Loss Account did represent a surplus 
that was available for distnbution regardless of the sources 
from which that surplus had been built up This case has 
profoundly altered the views of gfccountants, and these 
now appear to be that the Profit and Loss Account should 
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give a true view of the normal earmngs of the business during 
the period under review, and that abnormal items brought 
to credit, if material m amount, should be shown separately 
in the Profit and Loss Account In illustration of this point 
the reader is referred to the Statement of Profits of the 
Dunlop Rubber Co Ltd which appears m Appendix A For 
this reason therefore if there have been brought to credit 
non-recurring items such as transfers from reserves created 
m past years or m the case of a holdmg company, if dividends 
have been declared by subsidiary compames out of profits 
earned m precedmg years, these facts should be made clear 
in order that a false view may not be' given of the current 
earnings The exact form and wording of the Profit and 
Loss Account as submitted to the shareholders of a com- 
pany has therefore become a matter of great importance to 
auditors, and the guidmg principle should be that a mislead- 
mg view of the normal earmngs for the period must not be 
given to the proprietors of the concern This important 
problem is dealt with fully in Chapters XII and XIII 
It IS of the greatest importance that the annual accounts 
shall be prepared from year to year upon a consistent basis, 
as otherwise, if the basis is altered, the results shown by 
the accounts wiU not be truly comparable with those of 
precedmg years In these circumstances, a misleadmg 
view may be given of the comparative earnings It is the 
duty of an auditor, not only to see that accounts are 
prepared upon correct accountmg prmciples, but also to 
satisfy himself that those prmciples have been applied 
consistently from year to year If, therefore, the basic 
principles have been altered and the amounts involved are 
material, the auditor may be obligated to make these facts 
clear m his report to the proprietors 

Under American practice, it is customary for the auditor 
to state m his audit report that the Balance Sheet has 
been prepared m accordance with accepted prmciples of 
accountmg consistently mamtamed In the writer’s opinion, 
this practice is one which might be followed with great 
advantage by auditors m this and other countnes 
The foUowmg is a description of the detail form of the 
Profit and Loss Account as it would be submitted to 
management In the case of compames the common practice 
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in this coiintiy is to picsent to the shaieholdeis a Profit 
and Loss Acc omit in a lery condensed foini Ihc question 
of the foim in mIucIi it is desiiable that the Piolit and Loss 
Account should be piesonted to sh.uehokkis is one upon 
which opinions diffei, but it is one upon which it is most 
desiiable tluit the protessioii should attempt to lay down 
geneial pimciples for the guidance of the practitioner 
In the Ciisc of a merchant, the Plofit and Loss Account 
IS dnaded into tliiee sections, le Trading Account, the' 
Piofit and Loss Account, and the Appiopriation Account, 
and m the case of a manufatimer the Manufacturing or 
Pioduction Account forms a fourth section Practice differs, 
but the following is a common basis upon which these 
accounts are pieparcd 

IRADING ACCOUN 1 Ihe object of this ac count is to 
show the difitcience between the cost of the goods sold and 
the proceeds of sale, this difference being the gross profit 
Tins account will therefore be ci edited with the net sales 
and debited with the cost of the goods sold — 1 e the invoice 
pnee plus diiect charges such as carnage and freight 
inwards, maime insmance, customs duties, landing, dock, 
lighterage, warehouse charges, etc , as these represent pail 
of the direct cost of the goods, adjustment being made for 
the opening and closing stocks The following in the 
author’s opinion, is prefeiable to the ordinary form — 

1 RAPING ACtOUNl FOK THP YE-VR LNPI D 
31ST 1)1 U MBRR 

Pn Cr 

£ £ 

1 oco&tol goods sold— • By Sa.ks (less Ruturns) 31,800 

Stock (1st Jan ) 4,000 

Purchases (less 
Returns) 28,000 

Carnage Inwards, 
etc 700 

32,700 

Less Stock (31st 
Pec ) 6,200 

26,500 

„ Gross Profit 
carried down 5 300 


/3 1,800 
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By the foregoing form the cost of the goods sold is clearly 
shown and this figure can be calculated as a percentage 
of the sales as well as the gross profit 

In the case of a manufacturer there is a fourth section, 
1 e Manufacturing or Production Account, which precedes 
the Trading Account The object of this account is to 
show the manufacturmg cost of the production completed 
dunng the period and ij’hich thus became available for sale 
The account is therefore charged with aU the works expendi- 
ture and charges for the period, adjustment being made 
for work in progress at the beginning and end of the period 
The following are the types of items embraced m this 
account — 

Work m progress (commencement) 

Raw materials used — i e opening stock, plus purchases, 
less closmg stock 
Direct labour 
Indirect labour 
Power charges 

Maintenance of works buddings, plant, tools, etc 
Depreciation of works buildmgs, plant, tools, etc 
Stores used 

Works heating, hghtmg, and water 
Works rent, rates, and insurance 
Works salaiies 
Woiks manager’s salary 
Works geneial expenses, etc 

From this total is deducted the work in progress at the 
end of the period, and the result gives the works cost of 
the production completed during the penod This figure 
is carried to the Trading Account, winch is in the same 
form as described above, except that the figure of works 
cost of completed production takes the place of purchases 
PROFIT AND LOSS ACCOUNT This account is 
credited with the gross profit from the Trading Account, to- 
gether with any miscellaneous income, such as discounts, 
interest, rents, dividends, transfer fees, commission, and 
profit on exchange The debits should be* grouped under the 
headmgs of {a) selhng and distnbution, (&) admmistration, 
and (c) financial charges, and the total of each group 
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should be shown, as this greatly impioves the foim of the 
accounts for piactical pin poses Examples of the items to 
be found imdei each heading ait as follow — 

(a) Selling and distiibution charges — 

Dispatch laboui 

Packages and packing matenals used 
Carriage, height, insurance, an^ export charges 
Adveitising and publicitj- 
Cost of samples 

Salesmen's salaiies, commissions, and expenses 
Bad debts 

Sundry expenses, etc 
(J) Administration charges— 

Clerical and accountancy salaues 

Printing and stationery 

Office rent, rates, and msuiance 

Office lighting and heating 

National insurances, etc 

Postages and cables 

Directors’ fees and expenses 

Managing director's salary and commission 

Audit and legal charges 

General expenses, etc 

(c) Financial chaiges — 

Discounts. 

Bank and loan interest 
Debenture interest 
Cost of discounting bills 
Discount on issue of debentures 
Loss on exchange 

Income tax is commonly included m the Profit and Loss 
Account , it represents an appropnation of profits, however, 
and more correctly, therefore, it should, m the writer's 
opmion, be mduded in the Appropriation Account 
APPROPRIATION ACCOUNT The net profit or loss is 
carried to the Appropnation Account, which account, in the 
case of a partnership, shows the division of such profit or 
loss between the partners in accordance with the terms of the 
partnership In the case of a company, the Appropriation 
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Account includes the net profit or loss tor the period, 
the balance brought forward from the last penod, and any 
transfers to general reserve, amounts written off prehminary 
expenses, etc , and dividends paid, the final balance repre- 
senting the amount available for distribution amongst the 
shareholders, or the final deficit, as the case may be 

In the author’s opimon the form of presentation of the 
accounts of companies is greatly improved by the inclusion 
in the Appropriation Account and amongst the Current 
Liabihties m the Balance Sheet of the proposed dividends 
and also any other appropriations decided upon or recom- 
mended by the board This is not the common practice in 
this country, as the orthodox view is that, as a dividend 
does not become a legal liability unless and until it is 
declared, it cannot be included m a Balance Sheet prepared 
as at a date prior to the Annual General Meetmg In theory 
this argument is unanswerable but for practical purposes 
the position of affairs is shown m a much clearer form by 
the mclusion of proposed dividends, and This practice is 
increasingly bemg adopted by public companies and has 
been warmly approved by The Accountant and the financial 
press By this method the final results are shown upon the 
basis that the shaieholders adopt the accounts presented 
to them and the directors’ recommendations as to dividends, 
etc 

In the author’s opimon also, the dividends should be 
shown less income tax and not gross, as is the general 
practice In recent years an increasmg number of pubhc 
compames have adopted this practice, which, in the writer’s 
opimon, shows a clearer view of the position than does the 
orthodox method This matter is dealt with fully on 
page 266,* and is illustrated by the Dunlop Rubber Co ’s 
Accounts, which are discussed in Chapter XIII 

The forms of account described above are not apphcable 
to non-trading concerns such as hospitals, clubs, trusts, 
pnvate individuals, etc , and the correspondmg account is 
generally called the Income and Expenditure Account or 
the Revenue Account, but the object is the same, namely, 
to group the results of the various revenue transactions of 
a given period, so that the final profit or loss may be as- 
certamed The exact form depends upon the nature of 
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the transactions, hiit the account should be so diawn up 
as to disclose the amounts receuable fiom the various 
soul CCS of income and the various expenses, losses and 
charges mcuiied in earning the same 

Adjustment of Nominal Accounts 
The Manufacturing, Tiadmg, Profit and Loss, and Appio- 
priation Accounts are built up fiom the nominal accounts 
contained in the Impersonal Ledger, all such nominal' 
accounts being closed by the transfer of the balances theicon 
to the four former accounts All nominal accounts must be 
checked carefully by the auditoi, so that he may be satisfied 
that the whole of the tiansaolions of the business have been 
correctly classified and included in the final accounts In 
this connexion, he must see that all outstanding expenses, 
charges and losses have been brought into the peuod iindiu 
review, and that payments in advance and sundiy amounts 
due have been pioperly adjusted and brought into account 
The foUowmg are examples of various outstanding liabilities 
— other than Bought Ledger accounts which have been 
dealt with already — and the methods that an auditor 
should adopt with regaid to each 

Provision for Outstanding Liabilities, etc 
RENT, RATES, TAXES, GAS, ELECTRICITY, and 
WATER, Etc The auditor should inspect ledger accounts, 
demand notes, and receipts, carefully noting the peuod 
covered by each payment and seeing that any acciued and 
unpaid proportion to the date of the Balance Sheet is pro- 
vided for He should also compare the amount debited to 
such account with those included m the corresponding 
nommal account for the previous year, to see that all the 
rents, rates and taxes, etc , payable have been included 
In the case of a company the cuiTent year’s income tax 
assessment must be provided for The mcome tax liability 
m this country is m respect of the Government’s financial 
year from the 6th April to the foUowmg 5th April If, 
therefore, a company’s financial year ends on the 31st 
December, it is customary to provide for three-quarters 
of the current year’s mcome tax liability on the grounds 
that only that proportion of the liability has accrued 



THE PROFIT AND LOSS ACCOUNT, ETC 


In addition, the Income Tax Account will have been 
charged with one quarter of the preceding year’s assess- 
ment An auditor could not take exception to this practice 
But as the whole of the assessment liabihty becomes pay- 
able on the first day of the commg year, it is financially 
more piudent to provide for the whole of the current year’s 
income tax habihty and this practice is recommended upon 
pohcy grounds In these circumstances the amount of the 
accrued habihty up to the 31st December should be mcluded 
amongst the current liabilities on the Balance Sheet, but 
the amount provided for the proportion of the income tax 
liability accruing after the 31st Decembet to the foUowmg 
5th Apiil might be properly mcluded amongst reserves, 
as it represents profit withheld from distribution to cover 
a habihty accrumg after the date of the Balance Sheet 
In addition, it is prudent to make a reserve to cover the 
estimated amount of mcome tax which will become payable 
m the future m respect of the past year’s profits The 
auditor could not msist upon this, but it is a prudent course, 
as a serious financial difficulty may arise if a profitable year 
is followed by an unprofitable one, when the mcome tax 
assessment, based upon the previous year’s substantial 
profits, may press very heavily upon the subsequent year 
In cases where it is decided to provide for the mcome tax 
which will become payable m the futuie m this way, any 
such provision should properly be included amongst 
Reserves, and not amongst Current Liabilities, as here 
agam it represents an appropriation of profits to cover a 
liability accrumg in the future 

WAGES The date up to which the wages have been 
paid should be ascertained, an4 if there are any days 
between that date and the close of the financial year, a 
corresponding proportion of the ensmng week’s wages 
should be calculated and provided for 

SALARIES The auditor should inspect the Salaries 
Account and Salaries Book, and note the dates up to which 
salaries have been paid, and see that provision is made for 
any outstanding amounts 

TRAVELLERS’ COMMISSIONS and EXPENSES 
The auditor should inspect the Commission Accounts of the 
various travellers, and see that any commissions earned to 
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the end of the financial pciiod but unpaid at that date, axe 
piovided for, asceitain the auangenients as regards ex- 
penses, and see that any outstandings are bi ought into 
account 

LEGAL CHARGES Inquuies should be made as to 
whether theie are any amounts owing under this head, if 
so the auditor should call for the sohcitois' bills of costs and 
see that these amounts are included hi the accounts 

AUDIT FEE The fee foi the period covered by the 
accounts should be piovided for 

INTEREST PAYABLE If there are any loans, moit- 
gages, debentrues, etc , it is necessary to see that the 
interest accrued to the date of the Balance Sheet is provided 
for 

SUNDRY EXPENSES All the other nominal accounts 
should be inspected to see that all the various expenses 
and charges for the period have been included — these will 
consist, for example, of repairs, fuel, freight, carriage, dock 
dues, subscriptions, adveitising, and many other items of 
expense The auditor may be able to trace outstanding 
amounts by an examination of the receipts and invoices 
of the amounts debited durmg the period, noting the dates 
up to which such invoices run, and making inquiries where 
such dates fall short of the end of the financial penod He 
may also inspect order books, and an examination of the 
Cash Book entries and invoice files for the succeeding 
period often discloses items for which no provision has 
been made In some cases, where accounts have not been 
received, the amounts will have to be estimated 

CONTINGENT LIABILITIES There may be habili- 
ties that may arise in the Mure but in respect of transactions 
effected m the past, such as biUs under discount, calls on 
shares held and not fuUy paid up, pending htigation, guaran- 
tees, speculations, etc The auditor should inqiure mto any 
such matters with a view to seemg that adequate provision 
IS made m the accounts for these habihties and/or that the 
position IS made clear by means of notes upon the Balance 
Sheet 

PAYMENTS IN ADVANCE or PREPAID EXPENSES 
Under this head will be mcluded rents, rates, msurances, 
advertismg, subscriptions, etc , paid for periods that extend 
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beyond the end of the financial year of the particular con- 
cern The auditor should examine the nominal accounts 
and the demand notes and receipts, seemg that a correct 
calculation has been made of the proportion unexpired at 
the date of the Balance Sheet 
DEFERRED REVENUE EXPENDITURE There 
may be expenditure of a revenue nature but which equitably 
may be spread over a period of years, e g abnormal adver- 
tismg, development expenditure, experimental expenses, 
alterations to premises and equipment, etc The auditor 
should carefully investigate the whole of the circumstances 
in order to satisfy himself that the carrying forward of part 
of this expenditure is fully justified Payments m Advance 
are sometimes classified under this heading 

SUNDRY AMOUNTS RECEIVABLE There may be 
various amounts due to the concern, and for which credit 
should be taken in the accounts, such as rents, interest on 
loans, dividends, royalties, commissions, taxation claims, 
shippmg rebates, etc , accrued due but not yet received 
The nominal accounts should be inspected and any available 
evidence called for to substantiate the amounts that have 
been provided for as owmg, reserve being made for any 
amounts the receipt of which is doubtful 
All these outstandmgs may be entered in an Outstandings 
Book, or in the Journal, and the amounts provided should 
be compared with those of the previous periods, as this may 
diaw attention to any which have been overlooked 
The proper provision for outstandmgs directly affects 
the Profit and Loss Account, for in this way each nominal 
account is made to include the exact income or charge 
applicable to the period of the accounts There is bound 
to be a considerable amount of overlapping of transactions 
as between one penod and another, but, m order to prepare 
accurate and exact accounts, it is necessary to draw a 
fine at the date upon which the period closes, and, therefore, 
all these adjustments have to be made 

The ^Principles Governing the Preparation of the 
Balance Sheet 

The Balance Sheet is an all-important document and it is 
the one, ip, the case of a company, to which the auditor has 
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to attach his leport Ihoie is a consideiable amount of 
nil sun del standing as to what p\actl5' a B.ilance Sheet is, 
and what it pui-poits to show , it is, thoiefore, of the utmost 
impoitance that every aiiditoi should xmdei stand the true 
meaning and puipose of a Balance Sheet 
DEFINITION OF BALANCE SIIEEl A Balance 
Sheet IS not a statement of assets and liabilities, as is com- 
monly thought, but merely a ' ' sheet ’ ’ showing a classified 
summary of all the balances appearing in a set of books, 
after all the nominal accounts have been closed by tiansfer 
to the Profit and Loss Accomit — the Balance Sheet in- 
cluding, in one form or another, the balance on the lattci 
account I he Balance Sheet is not an actual account in 
the books, as is the Profit and Loss Account, but meicly 
shows, in classified form, the whole of the balances open 
after the nominal accounts have been closed It should 
include all the assets and liabilities of the business, but 111 
many cases it mcludes items on both sides ivhich aie, 
strictly speaking, neither the one nor the other For 
example if there is a debit balance on the Profit and Loss 
Account, this balance, in the case of a company, commonly 
appears on the right-hand side of the Balance Sheet, but 
this balance cannot be termed “an asset “ Again, when 
expenditure, such as prehmmary expenses, discount upon 
an issue of debentures, advertising, etc , is being written 
off to Profit and Loss Account over a period of years, the 
balance earned forward must appear in the Balanc c Sheet 
On the other hand, such items as reserve funds, amounts 
paid on shares forfeited, and, 111 the case of a company, 
a credit balance on Profit and Loss Account, must appear 
upon the left-hand side of the Balance Sheet, but ate not 
what are commonly understood by the term "habilities ” 
For the foregoing reasons, therefore, a Balance Sheet 
should not have the sides headed "Liabihties” and 
“Assets" for if the nght-hand side is headed “Assets" it 
must mean that every item underneath is an asset, and that 
the total at the foot represents the total value of the assets 
of the concern, whereas, as explained above, often this is not 
the case It is very common, even in the accountancy pro- 
fession, to head the sides of the Balance Sheet in this way — 
with the result that many have formed quite erroneous 
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ideas as to what a Balance Sheet is, looking upon it as 
simply and purely a statement of assets and habilities 
The forni m which the Balance Sheet has been presented 
IS laigely responsible for this, and, in fact, justifies this 
false impression These headmgs h9.ve been handed down 
from the past, and if those who use them were to ask 
themselves seriously why they have adopted them and 
exactly what they mean and imply, probably they would 
see strong reasons for discontinumg the practice 

A Balance Sheet should have no headings to the two sides, 
and, as it is not a ledger account, the signs “Dr “ and 
“Cr ’’ should not appear, nor should the terms “To“ and 
“By” be used, for, as its name imphes, it is merely a 
sheet of balances 

If properly prepared, a Balance Sheet should show a 
true and correct view of the state of the affairs of the 
concern, and in particular wdl show exactly the nature of 
aU the assets and habihties, but it will often include other 
items as well, and, therefore, these latter should be clearly 
described so that the whole position may be perfectly 
clear An auditor’s duty is to satisfy himself that the 
Balance Sheet is properly drawn up upon correct prin- 
ciples, and to leport accordmgly to those employmg him 
MAIN OBJECT OF BALANCE SHEET The mam 
objects with which a Balance Sheet is drawn up are to ascer- 
tain the financial position at date, and whether the pro- 
prietors’ capital is intact or not, and how such capital is 
invested The proprietors’ capital represents the excess of 
assets over liabilities, though, for this purpose, debit 
balances carried forward upon such accounts as preliminary 
expenses, adveitismg suspense, etc , are added to the assets 
If, therefore, the surplus of assets over habihties has m- 
creased durmg a given period, this must mean that a profit 
has been made since the date of the last Balance Sheet , on 
the other hand, should the surplus be less, a loss must have 
been incurred But, m comparmg the opeiung and closmg 
capital, for this purpose, it must be seen whether any further 
capital has been paid mto the busmess, or whether there 
have been any withdrawals during the period If so, in 
order to arrive at the profit or loss, the capital additions 
must be deducted from, and the withdrawals added to, the 
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closing capital, the lesultmg fignie compared with the 
opening capital discloses the piolit oi loss A Piofit may be 
said to be an inciease and a loss a decrease in the pro- 
prietors’ capital invested m a business A Piolit and Loss 
Account merely amplihcs the infoimation disclosed by the 
Balance Sheet, the formei showung exactly how such profit 
or loss has arisen 

As the proprietors’ capital lepicsents the suq^his of assets 
over liabilities, and as the increase or decrease of such sur- 
plus repiesents the profit or loss, it wall be seen that the 
ascertainment of the profit or loss is absolutely dependent 
upon the valuation of the assets It is possible, as a lule, to 
ascertain the amount of the liabilities exactly, except m the 
case of contingent liabilities, such as claims which are the 
subject of dispute, in winch case the total liability under 
this head will have to be estimated, but, on the other 
hand, though the assets belonging to a business can easily be 
ascertamed, it is difficult m many cases to assess their 
exact value Ihe fixed assets, that is, the assets by the 
use of which the busmess is carried on, such as land and 
buildmgs, plant and machinery, mmes, concessions, etc , 
are not held with a view to re-sale, and, in fact, may never 
be sold unless and until the business is finally wound up 
Consequently, in the meantime, the realizable value of such 
assets IS a matter of estimate and personal opinion Even 
if expert valueis were employed, probably no two valuers 
would arrive at the same result — for mstance, m the case 
of a factory equipped with machinery being valued by two 
independent expert valuers, the respective total valuations 
might differ considerably In a lesser degree, the same 
applies to the valuation of stock-in-trade, book debts, and 
other such assets which are held with a view to more or less 
immediate conversion into cash And, though it is necessary 
to estimate them value, it is impossible to guarantee that 
such valuations will prove to be exact 
VALUATION OF ASSETS Another question to be con- 
sidered m connexion with the valuation of assets for 
Balance Sheet puiposes is whether the valuation should be 
based upon replacement oi lealizable values, that is, the 
amount that it would cost to replace such assets or the 
estimated amount that such assets would realize if sold, or 
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again upon the value of such assets to the business as a 
going concern, that is, their value to the proprietor for the 
purpose for which he has acquired them As will be seen 
later, all of these methods are commonly adopted when 
valuing assets for mclusion m a Balance Sheet 

Again, there can be no true profit unless the original 
capital, together with any additions thereto, is intact, 
therefore, if any of the assets in which part of such capital 
IS invested are of a wastmg nature, or are consumed in 
the course of earmng revenue, such wastage must be made 
good before the true profit can be arrived at But it is 
impossible to state precisely what, for example, will be 
the workmg hfe of plant and machinery, or what is the 
total quantity of ore in a mine, and how long it will take to 
extract such ore 

For the above reasons, it will be seen that it is impossible 
to arrive at the profits or losses of a contmumg busmess 
exactly, and actual true profit is seldom ascertained The 
results are absolutely dependent upon the valuation of 
the assets of the busmess, and it is impossible to fix such 
values with absolute precision These facts must be reahzed 
and appreciated by accountants, who should make these root 
principles clear to their chents, whom they must not lead 
into the behef that absolute exactitude and certainty can 
be achieved m the periodical accounts of their business 
Dealmg with this pomt m a lecture Mr George 0 May, 
F C A , stated — 

Financial accounts must always be largely a matter of convention, 
judgment and opmion — ^not a matter of certamty Whoevei claims more 
for them is domg a dissei vice to the mvestor, the busmess man, and to the 
piofession itself Certamty would be very welcome m this field ]ust as 
security m life would be, but it is imattamable and it is mischievous to 
encourage the behef that it has been or can be achieved 

(See The Accountant, Vol XCVIII, page 597 ) 

For commercial purposes, the assets are valued according 
to certain convention^ rules, and the profit or loss arrived 
at m this way is considered sufficiently near and accurate 
for ordinary busmess purposes, and, by means of con- 
servative estimates and reserves, well conducted concerns 
leave a margm to provide against errors m valuation, and 
for unforeseen contingencies 
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Foi Balance Sheet piiipobcs, the assets of a business ate 
divided under two headings, ic “Fixed Assets” and 
“Floating or Cmient Assets ” 

FIXED AND FLOATING OR tURRENi ASSEIS 
Fixed assets are those assets of a peimanent nature which 
are acquired by an undertaking with a view to cainiiig pio- 
hts for a period of years by the use of them, and such assets 
are not held for the purpose of re-sale For example, the 
plant and machineiy of a factory are held with a view to 
manufacturing with them for the whole period of the 
woiking life of such plant 

Floating or cufient assets are those assets which are pio- 
duced or acquiied by an undertaking in the course of or for 
the purpose of its tiading, and consist of cash and such 
assets as are held with a view to cou'vcrsion into cash m 
the fegulai course of business Examples of floating assets 
are stock-m-trade, woik m piogicss, book debts, bills 
receivable and temporary imcstments, and it wiU be 
seen that these assets are those tn which a tiader trades, 
and a Balance Sheet shows their various stages of conver- 
sion mto cash, as opposed to fixed assets, which are those 
ivvth which he trades, and which are not held with a view 
to conversion into cash 

Fixed assets are valued upon the basis of cost, and if 
such assets are of a wastmg nature the original cost price 
m most cases is written off to revenue, by means of depre- 
ciation ovei the period of the estimated working life of 
such asset At any intermediate date, therefore, the 
fixed assets will appear in the Balance Sheet at cost, less 
the depreciation written off to date, and this represents 
the present value of such assets to the particular undei- 
takmg as a going concern, or, m othei words, the value of 
such assets to the proprietors of the particular busmess 
Current replacement value, realizable value and break-up 
value are disregarded, as these do not affect the workmg 
lives of the particular assets at all " r Replacement value ” 
represents the amount that it would cost to purchase or 
manufacture a new asset m replacement of the existmg 
one, "reahzahle value” represents the amount that an 
asset would produce if sold m the open market, and " break- 
up value" IS the amount that would be realized by a 
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forced sale under the hammer, m the case where the busi- 
ness IS closed down Fixed assets are not valued upon their 
saleable value, but upon their value to the proprietor of the 
business — ^in other words, upon then abihty to earn profits, 
and not upon their intnnsic value It^will be seen, therefore, 
that such Balance Sheet values are more or less hypothetical, 
and that there is a hkebhood of error, for it is impossible to 
fix, with absolute certainty, the period of the workmg hfe 
’of a fixed asset If errors are made, the profit or loss Will 
be affected immediately On the other hand, the fluctuation 
m reahzable or replacement value of a fixed asset does not 
affect the propnetor, except at the end of the asset’s life, 
when it may have to be replaced, m which, case the price of 
the new asset may be more or less than the cost of the 
original one But, apart from this, such fluctuations are 
immaterial, for they do not add to or reduce by a«day the 
period during which such assets will earn revenue, and, 
provided the ongmal cost has been written ofl durmg this 
penod, the results shown by the accounts have been, for 
practical purposes, sufficiently accurate 
Floatmg or current assets should be valued for Balance 
Sheet purposes with regard to their realizable v^ue, as 
they are held with a view to conversion mto cash These 
assets, as a general rule, should therefore be valued, in the 
cafee of stock-in-trade or inventories and temporary mvest- 
ments, at cost, and book debts and biUs receivable at book 
value or m all cases the present leahzable value, whichever 
is the lower at the date of the Balance Sheet Upon this 
principle, therefore, a merchant’s stock-in-trade should be 
valued at cost or net realizable value, wluchever is the 
lower, and in the case of book debts and biUs receivable 
adequate reserves must be made for bad and doubtful debts 
On no account should floatmg assets be valued above 
cost price, as the effect would be to take into account an 
unrealized profit For if certain goods are purchased for 
£$00, and remam unsold at the date of the Balance Sheet, 
when the realizable value of the same is £600, it cannot be 
said that a profit of £zoo has been made, but merely that 
if these prices are maintained it appears likely that, upon 
1 eahzation, such a profit may be made Again, if such goods 
were valued at £600, apart from other transactions, the 

7-(B 15^+) 
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accounts would show a piofil of ;^ioo available foi the 
piopiietois of the business, but, in fact, there would not be, 
at the dafe of the Balance Sheet, a penny piece lepiesentmg 
such supposed pioht, which, theicfore, would be a meie 
papei one 

The foregoing reasoning might be used to argue against 
the necessity of ivTiting down the value of stock-in-trade^ 
in cases where the net realizable values are below cost But ' 
accounts should be prepared upon the basis that unrealized 
losses should be anticipated, but uniealized profits upon 
stock, etc , should not be anticipated, for if provision is 
made for an estimated loss, and it subsequently transpires 
that this estimate was incorrect, and that, m fact, the 
transaction resulted in a piofit, no harm will have been 
done, and the succeeding year viall benefit to the extent 
that the previous yeai’s profits vere undei -estimated 
But, on the othei hand, if a pioht is anticipated and taken 
credit for befoic it is realized, then such estimated profit 
may have been paid away to the proprietors of the business, 
and upon it beihg found subsequently that this profit was 
unjustified, the transaction having resulted in a loss, it may 
be impossible to recover from the proprietors tins over- 
payment, and, consequently, the capital of the business will 
be reduced to the extent of this over-estimation of profit in 
the past 

riiG foregoing principles as legards the valuation of 
fixed and floating assets are based upon what are con- 
sidered to be the accepted principles of sound financial 
policy In this connexion the chief point is that the mam 
purpose of the Profit and Loss Account is to ascertain 
the amount of the profits available for distribution to the 
proprietors of the undertakmg 

Auditor’s Position as Regards the Valuation of Assets 

From the foregomg, it wiU be seen how dependent the 
Profit apd Loss Account and Balance Sheet are upon the 
valuation of the various assets of a concern, but it must 
be observed that an auditor cannot possibly value the 
assets of the businesses whose accounts he audits This 
valuation must be carried out by the partners, directors, or 
other responsible offiaals, all that an auditor can do is to 
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ascertain as fai as possible that such valuations appear to 
him to be fair and reasonable, that they are based upon 
correct pnnciples, and that all contingencies appear to have 
been provided for In the case of some assets, such as mvest- 
ments m securities of which there ^re market quotations, 
the auditor can check the valuations exactly, but in the case 
of others, such, as land, buddings, plant and machinery 
there is no means by which he can determme the precise 
value The steps that an auditor should take, in order to 
satisfy himself that the valuations appear to be fair and 
reasonable, will be discussed in the course of the followmg 
chapters, but, before proceedmg further, the limitations of a 
Balance Sheet and the limitations of an audit, especially 
with regard to the valuation of assets, should be clearly 
understood and appreciated , accountants should not claim 
for an audited Balance Sheet absolute exactitude, but merely 
that it shows the fairest possible estimate of the position of 
affairs, arrived at in accordance with the accepted rules, and 
checked and tested in every reasonable manner On no 
account should the impression be given that an audit guaran- 
tees that the position shown is correct in every detail, for 
the future may show that the most carefully prepared and 
audited Balance Sheet has, m the hght of after events, 
considerably mis-stated the real position of affairs ' Great 
harm only can be done to the profession if accountants 
assume for an audited Balance Sheet vntues that it does 
not and cannot possibly possess 


Form of Balance Sheet 

There is no standard form of Balance Sheet, except m the 
cases of railway, electric hght, gas, water, and insurance 
compames With the ordinary industrial and tradmg 
compames this matter is left m the hands of the directors, 
who are responsible for the form m which the Balance 
Sheet is presented, subject, however, to the provisions of 
the Compames Act, 1929, which are dealt with m Chap- 
ter VIII The auditor has no power to alter the form of the 
directors’ Balance Sheet, although his advice is generally 
taken, but if, m his opinion, the form is such that the 
Balance Sheet is misleading and does not show a true view 
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of the company’s financial position, then the auditoi must 
repoit to this cfiect to the shaieholder'. 

The broad outlines upon which a company’s Balance 
Sheet should be piepaied aic, m the wntei’s opinion, that 
on the one side should be giouped (a) the inteicst of the 
shaieholders — ^i e the share capital, geneial reserves, and 
undistiibuted piofits, (b) fixed term loans, ^-uch as deben- 
tuies, and (c) cuirent liabilities — eg short teim loans, 
trade creditors, bills payable, accrued expenses, taxation ' 
provdsions, proposed and unclaimed dividends, etc The 
form of the Balance Sheet is gieatly impioi^cd if the items 
imdci each of these headings arc giouped, showing the 
sub-totals 

On the othei side also, the items should be giouped 
showing {a) fixed assets ~e g land and buildings, plant 
and equipment, fuimturc and fixtures, peiniancnt invest- 
ments, patents, trade maiks, and goodwill, (&) floating or 
current assets — e g lash, bank balances, temporary invest- 
ments, book debts, bills receivable, inventories, etc , and 
(c) intangible items, e g preliminary expenses, deferred 
revenue expenditure, underwriting commissions, discount 
on issue of debentures, experimental and development 
accounts Some prefer to include patents, trade marks 
and goodwill under this heading 

When there is a debit balance on Profit and Loss Account 
m the case of a company, this is commonly shown on the 
right-hand side of the Balance Slu’et, but, m the author's 
opinion, the position is reflected far more clearly if this 
debit balance is shown as a deduction fiom the share 
capital, so that the present value of the shareholders’ 
intciest is clearly revealed 

If the Balance Sheet is grouped m this way, showing the 
sub-totals, the chief aspects aie clearly revealed, as it can 
be seen at a glance what proportion of the total capital 
available is mvested in fioced assets, current assets and 
mtangible items, and what is the workmg capital The 
ratio of the total current liabilities to the total floating or 
current assets is one of the key points in the reading of 
every Balance Sheet 

In the opinion of the author, the form m which accounts 
m this country are commonly presented is capable of 
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considerable improvement, and it is obviously important that 
accountants should study this subject, with a view to pre- 
senting accounts m as clear and concise a form as is possible 
It is suggested that the dilficulties of the layman m under- 
standing accounts are largely duetto the form m which 
they are commonly presented 

Readers who wish to study modern views upon this im- 
portant subject are strongly xecommended to read a 
• paper by Mr George L C Touche entitled ‘ ‘ The Form of 
the Balance Sheet” {The Accountant, Vol LXXXIX, 
page 17) In this paper Mr Touche points out the defects 
of the traditional form of Balance Sheet auM makes sugges- 
tions for improvement, illustratmg his points with three 
pro forma Balance Sheets In mcreasmg numbers public 
compames are commencing to present their Balance Sheets 
upon these hnes and every accountant should, therefore, 
keep in close touch with this movement 

In Appendix A the Reports and Accounts of the Dunlop 
Rubber Co Ltd , Dunlop Plantations Ltd , and Dunlop 
Cotton MiUs Ltd , are shown as an illustration of a modern 
form of presentation, which is discussed, in Chapter XIII 
The provisions of the Compames Act, 1929, as affecting 
the accounts of compames, are dealt with m Chapter VIII 
In The Accountant of the 19th May, 1934, page 698, there 
IS reproduced a series of letters between the American In- 
stitute of Accountants and the New York Stock Exchange 
Readers are strongly recommended to read this correspon- 
dence as it deals with nearly all of the fundamental and basic 
considerations in connexion with the Profit and Loss 
Accounts and Balance Sheets of compames 
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General Gonsidei atfons 

In the preceding chapter it has been pointed out that the 
values of most of tlic assets of a business for Balance Sheet 
pm poses have to be estimated, that such valuations are bound 
in many cases to be mdfe oi less appioximate, and that th^ 
arg not in all cases based upon the realizable \ alues,*but 
upon certain accepted rules On the othci hand, it musEbe" 
lecogmzed that the Balance Sheet is absolutely dependent 
upon the valuation of the assets, and that, therefore, this 
matter must be gone into with the utmost ( are, so that the 
results shown may be sufhiiently accuiate for <dl practical 
purposes It is now proposed to deal with the valuation of 
various common assets which aie constantly met with in 
practice, and to explain the auditoi’s duties with regard 
thereto yBut it must be boine m mind that the a ctual 
valua tions aie made by„the_ proxinetors, or officials of _the 
concern, who have a practical knowdedge of such assets, and 
f Eat an Auditor's duty is confined toJestmg the valuations 
^far as he can, and in this way satisfying himself that the 
position shown appears to be correct , he cannot, however, 
in any way guarantee the accuracy of the valuations 
At the same time, the auditor’s duties as icgards the 
venfication of assets will also be discussed Ihe assets of 
a business will be ascertained from the books of account, 
and it is the auditor’s duty to see that all those thus dis- 
ebsed are properly and clearly set out in the Balance Sheet, 
and appear to be conectly valued But tliis is not sufficient, 
havmg found from the books what assets ought to be in 
the possession of the concern, he must then satisfy himself 
that such^.assets^'ere actuaU3LM its possession at the date 
of the B alance Sheet,^d that they were free from all charges 
except th ose disclosed m the books This is a most impor- 
tant part of an auditor’s duties, for, although he may have 
vouched the original payment upon the purchase, that is 
no evidence at all that that asset was stiU in the possession 
of the concern at a subsequent date. The auditor, therefore, 
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should attend at the close of the penod for the purpose of 
verifying the assets as at that date This entails the inspec- 
tion of such evidence as will satisfy the auditor that such 
assets are actually m the possession of his clients 

\ yhe n_ exaniining securiti e s for th is purpose, care and 
D^ gtho d must be adopted to^ prevent ^hstituti6ir,”T;HaF 
that when, for exampje^teefe are two or'indfe 
securities of a li^ mature, one batch of sec u ritie s"^ “nbr 
I^oduced to verify both i nve stments If considerable care 
is'noTexefcited, this fraud is extremely simple ' For instance 
suppose the case of a company holdmg as an investment 
certain debenture bonds, having in all otlc hundred £50 
bearer bonds , unless all these bonds are produced at the 
same time, the veiification will be useless — ^for if the auditor 
had one batch of fifty produced to him by the manager, who 
thereafter took these away, and then produced another 
batch of fifty, it would be impossible, unless the auditor 
noted all the numbers upon the bonds produced, to ensure 
that the same bonds were not produced twice In fact, this 
particular form of fraud in the past has been perpetrated for 
years in succession, covering up serious defalcations 
Therefore, when examimng securities, such as the title deeds 
of freehold and leasehold property, share certificates, bonds, 
biUs, etc , the auditor must see that the whole of the secur- 
ities are produced to him at one time, and that all remam 
under his entire control durmg the whole of the tune of his 
examination A simple way of doing this is to have all the 
keys of the strong room and safes, where the securities are 
kept, handed to the auditor at the commencement, and 
these he should retain m his possession until he has com- 
pleted his examination of the securities Further, he should 
conduct the whole of the exanunation himself, assisted by his 
own staff, and as httle as possible by the stafi of his chents 

Cash m Hand 

The auditor should attend at the close of busmess upon 
the date of the Balance Sheet, or on the following mormng, 
and count ah cash balances m hand, comparmg them with 
the balances accordmg to the books If there are two or 
more cash balances, such as petty cash, cash in till, etc , the 
whole of the cash should be produced at one and the same 
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time, m older to pievent slioitages upon one arcouut being 
made up out of tiie task belonging to anothei 

If the auditoi cannot attend immediately upon the close 
of the financial peiiod foi the purpose of counting the cash, 
he should, when he subsequently attends, check and vouch 
the petty cash, till books, etc , up to date, and then count 
the cash, comparing it wuth the balances showm by the 
books 

1 A very good plan is to ai range that all cash balances at " 
the close of the financial peiiod shall be paid into the bank 
upon the last da^ of such period, cheques being drawn upon 
the following da'y to ic-open the cash at count s In this wav 
all cash balances aie automatically counted lUid accounted 
for, and the auditor is thus saved fi om a somew hat invid- 
ious task 

Where it is known that the auditor proposes counting the 
cash balances upon a given date, it is very unlikely that he 
will find anything wiong A far more effective check is to 
call for the production of balances without notice dunng the 
course of the year 

If a cashier has misappropriated cash he will make eveiy 
effort to "beg, borrow, or steal" the amount necessary 
to make up the cash balance for production to the auditors 
The writer has knowledge of a case in which the cashier, 
being pressed by the auditors for the production of Ins 
cash balance, absti acted a cheque at the end of the cheque 
book which ho made out foi the amount that he had 
previously misappiopiiated. Ho obtained a director’s ^ 
signature to this cheque on the ground that the money 
was required to pay employees their holiday savings This 
case clearly illustrates the vital importance of verifying 
the whole of the cash and bank balances at one and the 
same time If this is not done it is always possible for a 
defaultmg cashier, if he is given time, to make up a deficiency 
m one fund out of the balance m another 

Unless absolutely necessary, large cash balances should 
not he allowed, and if cash balances show a tendency to 
mcrease, the auditor should make careful mquines as to the 
necessity for them and their actual existence, and bring the 
facts to the notice of the principals of the busmess 

In the case of the audit of a large bank the counting of the 
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cash balances is a considerable undertaking In practice, 
as a rule, the cheques and notes are counted by the auditor, 
the gold is weighed and the bags of silver and copper are 
counted, a few of the bags being opened and weighed 

Bank Balances 

The Cash Book should be checked with'the Pass Book as 
previously described, and the two balances agreed by means 
of the reconcihation statement Thereafter, a certificate 
should be obtained by the auditor direct from the bankers, 
verif5nng the balance according to their books at the close 
of business upon the date of the Balance S&eet, it being seen 
that this balance agrees with the balance according to the 
Pass Book produced Any balance upon ‘ ‘ Deposit Account 
should be verified in the same way When applymg to the 
bank for this verification* statement, the auditor should 
ask for particulars of all balances standing m the name of 
his client, as there have been cases in which there were 
bankmg accounts in existence that were not disclosed to 
the auditor The auditor should also ask for particulars of 
any bills or securities held by the bank on behalf of his 
chents 

Investments 

When possible, the best way to deal with investments is 
to have a separate account opened in the ledger for each in- 
vestment the amount debited being the actual cost If 
shares or debentures have been issued to the concern as 
consideration for services rendered, then whatever outlay 
has been incurred in connexion with such services, should 
be debited to the particular investment account, as repre- 
senting the actual cost of the shares or debentures received 
If, however, there are no such expenses or outlay, an accoimt 
should be opened for such shares or debentures, but no 
amount should be placed m the cost column In this way 
every investment appears in the books at the actual bare 
cost, and remains at this figure until sold, when the amount 
reahzed will be credited to the particular account, and the 
profit or loss upon realization wiU be ascertained thus and 
written off 

At the date of each Balance Sheet, a schedule should be 
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piepaied and presented to the atiddor, giving paiticulars of 
each investment, the cost thereof accoidmg to the Ledger, 
and a fan valuation at the Balance Sheet date, based upon 
cunent maiket prices Foi the puipose of this Vcduation, 
tempoiaiy maiket fluctuations aie m ceil am c ii cumstances 
disregarded, foi example, if upon the date of a Balance 
Sheet all markets were abnormally depressed owing to a 
war scare, which, by the time the audit is being completed, 
has subsided and the markets have righted themselves, it 
would not, it is submitted, be necessar}?' to value upon the 
basis of such abnoimal prices, but a fan average puce 
should be taken ^ But, except m exceptional circumstances, 
such as the above, each investment , should be included on 
the list at the market pi ice as at the date of the Balance 
Sheet 

In the case of holding companies, the investments in 
subsidiaries are a fixed asset, as these investments are not 
held with a view to sale Ihe question of the valuation of 
the shares of subsidiaries is dealt with m Chapter XIV 

The two columns on the schedule, that is, the cost and the 
' market value, should be added and if the total of the re-valua- 
I tion equals or exceeds the total cost, then the investments as 
, a whole should appear in the Balance Sheet at cost, but if the 
total of the revaluation is less than the cost value, the ques- 
tion arises as to whether or not a reseive should be made to 
pi 0 vide for this estimated shrinkage m value The provision 
of such a reserve is obviously pmdenl Any such provision 
should be debited to the Profit and Loss Account, and 
shown m the Balance Sheet as a deduction from the total 
cost of the investments The question whether, m the case 
of a company, it is legally necessary to provide for such a 
depreciation in value, will be considered m Chapter X, but 
there can be no question that this is a very wise couise to 
adopt, though it must not be thought that investments 
must mvariably be wntten down to the market value at the 
date of the Balance Sheet , for in some cases mvestments 
may be held for many years, durmg which tune the market 
values may fluctuate between very wide margins, but, until 
they are finally sold, no actual profit or loss arises The best 
method is to deal with the mvestments as a whole, and to 
make a reserve to cover any hkely losses upon realization 
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If reserve is not made for depreciation m market value, then 
m such circumstances the mvestments should be shown m 
the Balance Sheet at cost, with a note agamst the item as 
to the market value at the Balance Sheet date 

In aU cases the basis of the valuation should be stated 
upon the Balance Sheet, that is, as to whether the valuation 
IS "at cost,” "market pnces,” or "at cost less a reserve,” 
and, further, the investments’ should be subdivided m the 
Balance Sheet in such a way that a fair idea is given of their 
nature — ^that is to say, there should not be one item " invest- 
ments” in the Balance Sheet which includes mvestments 
of widely different classes, as, for example, Government 
stocks and holdings in small private compames, but if a 
detailed hst of the mvestments is not given, holdmgs of a 
hke nature only should be grouped together, and these 
should be adequately descnbed, so that the Balance Sheet 
may show what proportion of the total is mvested m what 
are commonly called "gilt-edged” securities, and what 
proportion in speculative investments, m connexion with 
which the risk of loss is very much greater 

So far as the auditor is concerned, he should check the 
hst with the ledger, and check the valuations, seemg whether 
or not an adequate reserve has been provided agamst possi- 
ble losses upon realization If no such reserve is made, he 
should see that a note as to the marl^et value appears upon 
the Balance Sheet, or that the mvestments are distmctly 
stated as being "at cost,” and, if the fall m value be material 
m amount, he should refer to the matter m his audit report 
On no account should mvestments appear in the Balance 
Sheet at a value above cost, such estimated mcrease bemg 
credited to Profit and Loss Account, as if this is done credit 
will be taken for what is but an estimated and "paper” 
profit, such supposed profit not bemg represented by a 
penny piece with which, m the case of a company, a dividend 
could be paid 

As regards the verification of mvestments, the procedure 
will be as follows — 

INSCRIBED STOCKS An apphcation must be sent to 
the banker or agent's office where the stock is mscnbed, such 
apphcation bemg made upon official forms, which must be 
signed by one of the stockholders , details must be given as 
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to the nature of the stock, the amount held, the names in 
which it IS held, the date at wluch it is to be cei tifiied, and 
to whom the ceitificd fonn is to be sent, who, for tins pm pose 
should be the auditor The foim must also be accompanied 
by the piesciibed fee fpr verification The banker or agent 
then compares the particulars with the records in his books, 
and if found to agree, certifies the form as correct, and 
returns it as directed For audit purposes, application wnll 
have to be made in the same w ay each year When inscribed 
stocks are bought, the purchaser is given by the banker or 
agent a certificate that the same have been duly inscribed, 
but as this certififcate has not to be produced when the stock 
IS sold, it IS of no value to an auditoi , and on no account 
should it be accepted as a verification of such holding at a 
subsequent date The following aie a few examples of 
inscribed stocks that will have to be verified m this manner 
Consols, War Loan, conversion stocks, annuities, London 
County Council stocks, local loans, Incha 3 pci cent and 3^ 
per cent stocks, vanous Mimicipal and Colomal stocks 

DEBENTURES AND REGISTERED SHARES IN 
COMPANIES The debentures or share certificates must 
be inspected, it being noted that they are made out m the 
names of the auditor’s chents or their nominees — in the latter 
case, a certificate should be obtained from the nominees 
that they hold for the auditor’s clients, and that they have 
no charge upon such investments 

In the case of new issues, m lespcct of W'hich debenture 
or share certificates have not yet been issued to the holdeis, 
the auditor will require to see the allotment letters and the 
bankers’ receipts for the instalments that have been paid 
DEBENTURE BONDS AND SHARE WARRANIS 
TO BEARER The bonds or warrants should be inspected, 
it bemg seen that all unpaid interest or dividend coupons 
are attached 

Book Debts 

The auditor’s duties as regards this asset have been dealt 
with already in connexion with the audit of the Sales Ledgers, 
his object being to satisfy himself that the amounts shown 
as owmg appear to be bona fide debts, and that a sufficient 
reserve is provided for bad and doubtful debts In the case 
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of a company, Section 128, Companies Act, 1929, provides 
that loans to directors and officers of the company must be 
shown separately in the Balance Sheet 

Bills Receivable 

A schedule of the bills in hand at the date of the Balance 
Sheet should be produced to the auditor, and he should com- 
pare the list with the Bills Receivable Book, and see that 
the total of the list agiees with the balance upon the Bills 
Receivable Account in the ledger He should then examine 
all the bills actually m hand, noting that they appear to be 
properly made out, completed and stamped, and that they 
are not overdue If cejrtain of the bills are m the hands of 
the clients’ bankers for collection, the bank should be re- 
quested to supply the auditor with a certified fist of such 
bills If the audit is not completed until some time after the 
date of the Balance Sheet, a proportion of the bills probably 
will have matured, and the cash for these should be traced 
into the Cash Book and Pass Book, and any that have been 
dishonoured or renewed wiU thus be discovered, m which 
case careful inquiry should be made as to the reserve neces- 
sary to provide against possible bad debts With regard 
to the balance of the bills that are still current at the time 
of the audit, the auditor should go thrbugh the hst of these 
with a responsible official, and inqmre as to the sufficiency 
of the reserve (if any) that has been provided under this 
head 

The total amount of the bills receivable is, in many cases, 
considerable, and, therefore, the auditor must satisfy him- 
self that it IS a good asset, and that an adequate reserve has 
been provided for possible losses through bad debts 

If any bills are under discount at the date of the Balance 
Sheet, the auditor should require a list of such bills, and 
he should compare this list with the entries in the Bills 
Receivable Book The total amount of the bills under 
discount should appear as a contmgent habihty, being 
shown by way of a note upon the Balance Sheet Inqmry 
should be made as to whether any of the biUs that have 
become due since the date of the Balance Sheet have been 
dishonoured, and, if so, as to the reserve necessary to pro- 
vide for any anticipated bad debts 
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Goods on Consignment 

Tins asset shoiild be very caiefully verified, and it should 
be seen that piopei accounts are kept with leference to each 
consignment, that is to say, that m each case there should 
be a Consignment Account and a Personal Account with the 
agent, the former being practically a Trading Account show- 
ing the profit or loss upon the paiticular consignment, and 
the latter a personal account compiising amounts due to 
or by the agent 

The duplicates of the debit notes should be compared with 
the Consignment Account, so as to ensuie that the goods 
and expenses have been debited at cost puce The accounts 
sales received from the agent should be checked, to see 
that the gross sales have been ciedited to the Consignment 
Account and debited to the agent, and that the agent’s 
expenses and commission have been debited to the Consign- 
ment Account and credited to the agent’s account 

If at the date of the Balance Sheet the whole of the goods 
have not been sold, the agent should send certified stock 
sheets showing the goods m hand at that date, and the audi- 
tor should carefully examme these stock sheets The stock 
should be valued at cost price, plus freight and charges, full 
allowance, however, being made for dcpieciation if the goods 
have deteriorated or been damaged The stock valuation 
will be brought down as a debit balance upon the Consign- 
ment Account, and if a loss has been incurred upon the goods 
sold to date, it must be written off to Piofit and Loss 
Account, and must on no account be brought down in the 
balance upon the Consignment Account The figure in the 
Balance Sheet should represent only the stock in hand at a 
fair valuation 

If the Consignment Accounts have not been kept as 
suggested abo\e, these tiansactions will leqiuie very careful 
scrutiny, esiiecially in oidei to sec (hat no profit has been 
anticipated in icspect of goods sent to agents, but not -^et 
sold, that any losses to date upon goods sold have been 
written off, that stock unsold is biought mto the Balance 
Sheet at a fan value , that all expenses and commissions 
due to agents have been piovicled for, and it is better to 
show balances due from agents separately upon the Balance 
Sheet, and not include them among Sundry Debtors 
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The auditor should make inquiries to see that ample 
reserves have been provided for possible bad debts, and, 
therefoie, any long-standing debit balances upon the agent’s 
or Consignment Accounts should be most carefully inquired 
into In the case of businesses selling goods abroad m this 
way, the losses at times, owmg to the default of agents, are 
very considerable, andj therefore, great care should be exer- 
cised when dealmg with these transactions 

Uncompleted Contracts 

Partly manufactured goods have been dealt with above 
under the head of Stock-in-Trade, and what have now to be 
considered are uncompleted contracts, m the case of builders, 
engineers, shipbuilders, public works contractors, and 
similar busmesses For Balance Sheet purposes, the general 
rule IS that work m progress should be valued at cost — 
that is, the wages, materials and direct charges expended 
thereon to date, and, m addition, a reasonable sum for 
overheads, that is, a percentage added to cover the 
various mdirect charges of the business, such as super- 
vision, works rent, rates and taxes, depreciation of plant 
and machmery, mdirect wages, such as those of foremen, 
storekeepers, yardmen, etc A percentage is also sometimes 
added to cover admimstration expenses, such as director’s 
fees, staff salaries, office rent, rates and taxes, etc , though 
for Balance Sheet purposes it is wiser to omit the latter In 
this way, the actual cost of the work to date is carried for- 
ward to the succeeding period, and no profit is taken credit 
for m respect thereof If however it is anticipated that 
eventually a loss will be mcurred upon any contract, then the 
cost figure must be reduced, so that such loss is provided for 

In the Balance Sheet the uncompleted contracts should 
be shown as a separate item, and any cash received on 
account thereof should be shown as a deduction 

In practice, profit is sometimes anticipated, and although, 
theoretically, this may not be considered correct, it is a well 
established custom which in proper circumstances an auditor 
may pass This practice is commonly adopted in the case of 
large contractors, where the mdividual contracts often 
extend over penods of some years If, therefore, they only 
took credit for the profits when the contracts were completed. 
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the ipsiilts shown bj llio gcneial Prolit and Loss Account 
would vaiy veiy considerably fiom year to year, for m one 
year a nunibei of pinfitable contiacts might run out, with 
the lesult that the Pioht and Loss Account would sliow a 
laige profit, but in anothei yeai, though tlieie might be 
several laigc and profitable contiacts running, and in 
respect of which considciable sums of cash liave been 
received on account, j ct very few contiacts might have been 
completed dm mg the pciiod, and, therefore, o^vlng to the 
Profit and Loss Account ha\ing to bear consideiable 
standmg charges, the accounts might show a loss Therefore, 
to even the icsults fiom ^ear to jnar, profits aic commonly 
anticipated But, where this is clone, veiy gioat caie must 
be exercised in estimating sucli piofit, and ample leseives 
must be made foi contingencies, for it must be boine m 
mind that a contiact may be piogressmg noimally, and 
present figiiies indicate that a considerable piofit will be 
earned, but some unforeseen contingency majr aiisc, such 
as a strike, collapse of part of the woiks, use in the price 
of raw materials, flooding in the case of the building of a 
tunnel, failuxe to complete m the contract time and theieby 
mcuning heavy fines, and many other such ciicumstances, 
which may lesiilt m the contract eventually showmg a 
considerable loss 

Profits should be anticipated only when the contract is 
so far advanced that the cost to complete can fairly be 
estimated, and thus the probable eventual profit arrived at 
Therefore, all contracts that arc in an early stage should be in- 
variably valued at cost. When the icsults of the contract can 
be reasonably estimated, a heavy resei ve should be deducted 
for contingencies, for example, the pioportion of the final 
profit, according to the proportion of work completed to 
date, should be calculated, and it is suggested that about 
one-third of such profit should be reserved, the remainmg 
two-thirds only being taken credit for The apportionment 
of the estimated profit upon an uncompleted contract is 
commonly cdculated in the same ratio as the wages ex- 
pended to the date of the accounts bears to the estimated 
total wages upon the contract Another most impor- 
tant point IS, as to whether the cash received under the 
contract has been sufficient to warrant the anticipation 
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of profit, for if, foi example, the cash received is less than 
the actual expenditure upon the work to date, and there 
IS no cash receivable m the immediate future, then if a 
profit IS anticipated, upon the strength of which dividends 
aie paid to shareholders, or profits paid out to partners, 
the result of such payment of dividend or profit must be 
that the working capital of the concern is reduced by reason 
of this anticipation and withdrawal of profits that have 
not been, m fact, received in cash Therefore, the dash 
position should be considered most carefully in all cases, 
and in a small busmeSs, havmg only a small working capital, 
it is a very unsound pohcy to anticipate profit upon uncom- 
pleted contracts at all, as the result may be that the 
working capital is reduced, and a serious financial position 
may thus be created, there not being sufficient funds in 
hand to complete fhe contracts Large contracts require 
very careful financmg, and, therefore, this point should 
never be lost sight of 

The auditor should go into the whole question of uncom- 
pleted contracts most carefully, comparmg the Balance 
Sheet figures with the Cost Books If proper Cost Books 
have been kept, these will be of great assistance, especially 
if they have been subject to an efficient internal check, as in 
such case they will afford a very valuable check upon the 
valuation of the uncompleted contracts If, however, there 
are no rehable Cost Books, the auditor should msist upon 
full particulars being supplied as regards all uncompleted 
contracts, showmg exactly how the results have been 
ai rived at, and these he should check as far as possible with 
whatever evidence there is available 

The auditor should check the castmgs and test the calcu- 
lations of the sheets, see that the latter have been imtialed 
by all who have taken part in their preparation, and that the 
uncompleted contracts are certified as a whole by a respon- 
sible official The auditor should carefully mqmre into the 
whole system for valuing this item m the Balance Sheet, 
and the basis upon which such valuation has been made 
He should carefully mquire mto any " overheads ” added If 
profit IS anticipated, he should mvestigate the figures most 
thoroughly, and m this case he should msist that the Bal- 
ance Sheet and accounts should disclose the fact that the 
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uncompleted contracts include anticipated profit , if tins is 
not made clear m the accounts, then the auditoi should 
point out this important fact m his audit report 

The auditor is bound to be very much m the hands of the 
management when dealing with this asset, but he should 
endeavour to check and test the figures as far as he reason- 
ably can, and if he is not absolutely satisfied, he should 
report to that effect to the shareholders or partners, as the 
case may be (see Smtih v Offer and Others, page 220) If the 
value of the uncompleted contracts has been falsified dehber- 
ately by, say, the managmg director, m all probability it 
will be impossible, in the ordinary course of an audit, to 
discover the whole extent of this fraud, but caieful and in- 
telligent mvestigation may be sufficient to lead the auditor 
to the conclusion that the valuation of this asset is unsatis- 
factoiy, and that the results are not reasonable, and if, 
therefore, he lepoits to tins effect, the proprietors of the 
concern may thereupon mstitute a much f uUer mvestigation, 
which may result m the true facts bemg ascertamed 

Plant and Machinery 

Plant and machinery is not valued upon the basis of its 
leahzable or replacement values, but upon the basis of its 
value to the particular business as a gomg concern, m 
other words, the value is based upon its earning capacity 

The cost price of plant and maclnnery, less any "scrap” 
or residual value, should be written off to revenue over the 
penod of the estimated working life of the asset The esti- 
mated working life is, of course, the unlcnown factor, and it 
requires the techmcal knowledge of an engineer to fix this 
period, and in this respect the auditor must be largely in 
the hands of the engineer 

The realizable or leplacement values of similar machmery 
may be disregarded, for the plant of a manufacturer is held 
solely for the purpose of manufactunng with the same for 
the whole of such asset's working hfe, and this period is 
unaffected by fluctuations in the replacement values The 
" bf eak up ” or realizable values are also disregarded, for this 
asset is not held with a view to re-sale A considerable por- 
tion of the plant and machinery has, as a rule, very little 
reahzable value , for example, shaftmg, if pulled out, will 
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realize a very small proportion of original cost Again, 
machinery specially manufactured for a patent process 
might be of no value to any other concern New machinery 
that has been ]ust mstalled immediately becomes “second 
hand,” and the realizable value is considerably less than 
cost 

All these circumstances, therefore, are disregarded, and, 
provided that the cost price is written off to revenue by 
“means of depreciation over the period of the asset's working 
hfe, durmg which it is earmng income, the balances appear- 
ing in the accounts of intermediate years are absolutely 
correct ones, according to the accepted rules upon which 
Balance Sheets are prepared By means of provision for 
depreciation, revenue is withheld and retained m the business 
to replace the capital that has beep sunk in the purchase of 
the plant, which capital otherwise would be lost upon the 
expiration of the hfe of the asset 

In some cases, plant and machinery is re-valued for 
Balance Sheet purposes, in which case the certified valua- 
tions should be produced to the auditor, but this practice 
IS very uncommon However, it is a very good plan mdeed to 
have plant re-valued occasionally, m order that the amounts 
of depreciation written off may thus be roughly checked 
For it must be borne in mmd that it is qmte impossible to 
fix, with absolute certamty, the period of the working hfe 
of plant, machmery, and similar assets 

the case of eqmpment being purchased under a Hire 
Purchase Agreement or an agreement to pay by instalments 
the depreciation should be calculated upon the original cash 
value, and not upon the amount of the instalments paid 
to date 

The verification of plant and machinery by the auditor is a 
matter of some chf&culty , m fact, it is impossible to verify 
this item with any degree of certainty, as is the case with some 
of the other assets Upon the purchase of the individual items, 
the auditor wiU vouch the pajunents in the ordinary way with 
invoices, receipts, etc , and all additions durmg the period 
of the accounts should be thus vouched, careful inquiry 
bemg made to see that such items do, m fact, represent bona 
fide additions to capital Replacements also must be care- 
fully inquired into, with a view to ascertaamng that the old 
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asset has been entirely written out of the Plant Account 
before the new asset is debited in its place 

Theie should be a plant register, or a schedule of the plant 
and maclnnery certified by the engineer, and, if so, tins 
should be called for by the auditor 
In the case of plant and maclnnery abroad, the auditor 
should require that the local engineer should furmsh a report 
upon the plant as at the date of each Balance Sheet, reporting 
whether the same is in a pioper state of working efficiency, 
and also as to the adequacy of the provisions for depreciation 
The auditoi should discuss the whole question of depre- 
ciation fuUy with the management, and thus endeavour to 
ascertain the basis upon which they have founded their esti- 
mates and piovisions, and whether they have acted upon 
proper advice It is impossible for an auditor to value or 
estimate the working life of plant , all he can do is to make 
inquiry and thus satisfy lumself whether 01 not this most 
impoitant question appeals to have been properly faced 
and considered, that correct principles have been acted 
upon, and that the provision made in the accounts appears 
to be reasonable and sufficient^ It is often found that the 
piovisions for depreciation have been fixed haphazard, and 
without regard to any of the considerations and pimciples 
governing the question, and, m such cases, and when the 
auditor is not satisfied that the depreciation is sufficient, 
he should point this out cleaily in his report 

If plant registeis are kept, these m course of time will 
reveal the actual experience of the working lives of the 
various types of plant Such legist ers therefore are of the 
utmost value to the auditor in satisfying himself whether the 
provision for depreciation is adequate or not 
The whole question of depreciation wiU be considered at 
length in Chapter VII, but the foregoing will perhaps be 
sufficient to indicate the fines upon winch an auditor should 
deal with this asset in a Balance Sheet 

Loose Tools, etc 

As the working fives of the various items commg under this 
head in many cases are very short, and replacements, 
renewals and additions are constantly having to be made, the 
only really satisfactory way to deal with this asset is to make 
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a re-valuation each year, in which case this item is dealt 
with in the same way as stock-in trade, the auditor examin- 
ing the certified valuations, and checking and testing them as 
far as possible The basis of valuation is not the curient 
realizable or replacement value of the tools, but cost less 
an adequate allowance for wear and tear 

Furniture, Fixtures and Fittings 

Fnrmture should be dealt with as in the case of plant and 
machinery, and adequate depreciation should be wntten off, 
based upon the workmg life The working lives of such items 
as safes, desks, tables, etc , are often very long, but fixtuies 
and fittmgs, such as partitions, bookshelves, electric wirmg 
and fittmgs, have a short working life, and should be written 
off according to their estimated fives, except in the case of 
fixtures and fittings upon leasehold premises, in which case 
the whole should be written off over the penod of the lease 
or their estimated fife, whichever is the shorter 

Horses 

Horses should be re- valued each year, the certified valua- 
tion being produced to the auditor, or the average working life 
of a horse should be estimated, which, for example, m the 
case of cart horses workmg in a city, is commonly reckoned to 
be about five or six years A Horse Register should then be 
kept, in which each horse is entered when purchased, full 
particulars as to age, description and cost bemg given , each 
year the value of each horse should be reduced by (say) one- 
sixth of the onginal cost price, and in this way the total depre- 
ciation IS arnved at Upon death or sale, after crediting m the 
register any amount realized upon the sale of the carcass or 
five ammal, any resultmg debit balance should be written 
off as a loss In the event of profits bemg made upon sales, 
these should be credited against losses upon death or sales 
The Horse Register will show the details making up the 
■ balance upon the Horse Account m the Ledger, and should 
be examined and compared therewith by the auditor, who 
should also see, m the fight of actual experience, whether 
the estimated workmg fife appears to be working out 
correctly 
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Carts and Vans 

Carts and vans should be dealt with in the same way as 
plant and machinery, and owing to the extent to which the 
worl-ang life may he extended, by means of repairs and re- 
newal of paits, the late of depreciation may be low But 
m the case of motor loiiies and vans the depieciation of the 
engmes is fairly rapid, and as the initial cost is considerable 
the methods applied to these should be carefully mquired 
into by the auditor 

Harness 

Harness should be dealt with in the same way as loose 
tools, and re- valued, and m practice it is not uncommon for 
each complete set of harness to be valued each year at a 
fixed value, such fixed amount beuig a low average value, 
and new and old sets are all valued at the same average 
figure Provided the fixed valuation is a fair one, this latter 
IS a very simple and effective way of dealmg with such 
assets 

Freehold and Leasehold Land and Buildings 

Land shoul^i appear in a Balance Sheet at cost price, and 
should not be written up, even though the neighbourhood 
may be improving and values mcreasing, for, m the case of 
land upon which a factory or works stand, it is not held 
with a view to re-sale, and no profit has been made unless 
and until such land is sold The land is held as a fixed asset , 
all that has happened, therefoie, is that there has been an 
inciease in the estimated realizable value On no account 
can such an increase be treated as a revenue profit It 
could, however, be credited to a Capital Reserve, although 
it IS more prudent to retain this asset at cost On the other 
hand, shohld values be going down, it is not the general 
custom to reduce the Balance Sheet figure, for the earning 
capacity of the works is not affected, and no loss will be 
occasioned unless a sale takes place Land therefore gener- 
ally appears at cost price, and this should be stated clearly 
on the face of the Balance Sheet 

In the case of buildings upon freehold land, depreciation 
should be written off— -the rate will depend upon the nature 
of the building, its age, and condition In the case of 
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first class brick buildings the life is commonly taken at 
forty years 

The cost of leasehold property must be wntten off to 
Profit and Loss Account over the period of the lease, for at 
the end of this period the property reverts to the lessor In 
the case of buiJdmgs, provision should also be made for 
dilapidation claims that may be made upon the expiration 
of the lease 

As regards verification, in the case of freehold property, 
the auditor must inspect the title deeds and see that they 
appear to be m order, and refer to the particular property 
He should inspect the abstract of title which gives the dates 
and parties to the various conveyances, seemg that such con- 
veyances are there, and that the last conveyance is mto the 
name of his chents An auditor cannot guarantee that the 
title is good , all he can do is to see that the deeds are in 
his client's possession and appear to be m order, if in doubt 
on any pomts, he should refer to the client’s solicitors 
Leasehold property wfil be verified by an mspection of 
the lease, the terms of which should be noted, and the 
receipts for the last payment of ground rent and the pre- 
miums paid under the current fire insurance pohcies should be 
called for, in order to ascertain that these are not in arrear 
If freehold or leasehold property has been mortgaged, the 
title deeds wiH be in the possession of the mortgagees or 
their sohcitors, and, in this case, the auditor should apply 
direct to them for a certificate that they hold the deeds of 
the particular property as security for the advance, the 
amount of which and the date to which interest has been 
paid should be venfied 

Loans 

In the case of advances upon mortgage, the mortgage and 
title deeds will be mspected, and it should be seen that the 
interest has been paid to date If, as is generally the case, a 
valuation of the property were made at the tune of the 
advance, such valuation should be inspected to see that the 
loan appears to be sufficiently seemed 
With other loans, the auditor should inspect the wntten 
acknowledgment of the debt and any security that may 
have been lodged, such as a share certificate and blank 
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transfer completed by the boi rower, bills of lading endorsed 
to the lender togethei with the insurance policies, endorsed 
dock warrants and warehouseman’s certificates, together 
with the insurance policies, he should also see that the 
interest is regularly paid, and that a sufficient reserve is 
made for possible bad debts In the case of a company, he 
should see that the articles give power to make advances 
and inspect the directors’ mmute author izing them If 
directors have made advances to individual members of" 
the board or any officer of the company, the auditor must 
see that such loans are shown separately upon the Balance 
Sheet, in accoidancc with Section 128 of the Companies 
Act, 1929 

Patents 

The life of a patent is only sixteen yeais, and, therefore, 
the cost of acquiring it should be wiitten off over this period 
If the effective life of the patent is estimated to be less than 
its legal life, then the cost should be written off over the 
penod of the estimated effective life The cost of all renewal 
fees should be debited direct to Profit and Loss Account 

The auditor should call for a list of all the patents, giving 
particulars of each patent, the registered number, dates, etc , 
and he should inspect the patent itself, and the receipt for 
the last renewal fee, to see that it has been paid to date 

Copyrights 

A copynght lasts for the lifetime of the author, and for 
a period of fifty yeais after his death There are exceptions 
to this, and after the author has been dead for twenty-five 
years, his woik may be reproduced on certain terms which 
are prescribed m the Copyright Act The cost of publication 
cannot, however, be written off over the whole of this 
period, as in the majority of cases the value expires long 
before the end of the full penod The only practical method 
therefore, is for the copyrights to be re-valued each year 
The object should be to wnte the cost, in each case, off to 
revenue over the period of years dunng which this asset 
produces mcome 

There is no document of title m this case, proof of first 
publication constituting a copyright, unless the copyright 
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has been purchased, in which case the auditor should inspect 
the assignment The auditor should carefully consider the 
valuations, and see that this asset appears to be taken at 
a fair value 

Assets Abroad 

The auditor should inspect the report of the local auditor 
and the certificates (if any) from agents holding documents 
of title 

Goodwill 

Goodwill should not appear as an asset m a Balance Sheet, 
except m the case of purchase, when it should appear at cost 
puce If the puce paid for goodwill has not been fixed 
specifically, the amount wdl be the difference between the 
total purchase price and the assets at agreed valuations, 
less any liabihties taken over from the vendors Goodwill 
must, in accordance with the Compames Act, 1929, appear 
m the Balance Sheet as a separate item, and should be 
described as bemg "at cost,” if that is the case 

Questions are often raised as to whether depreciation 
should be written off this asset, and although this is im- 
doubtedly a very wise course to adopt, it cannot, in the 
writer’s opinion, be considered to be, either from a legal 
or from an accountancy pomt of view, compulsory Good- 
will IS a very pecuhar asset — ^it is mseparable from the 
business, and it is unlike such assets as plant and machinery, 
etc , in that it does not have to be renewed or replaced 

The figure at which goodwill appears m a Balance Sheet 
does not purport to show its present value, but merely the 
amount that has been expended m its acqmsition, or, in 
other words, the amount of capital that has been invested 
in this particular asset 

The present value of the goodwill of a business must 
depend entirely upon the financial position at date and the 
present earnmg capacity and future prospects of the concern, 
and a purchaser would not be influenced m the least by the 
value placed upon this asset m the Balance Sheet If the 
profits are large and mcreasmg, and part thereof is used to 
write down the value of the goodwill, its value wiU m reality 
be mcreasmg, whereas, if the profits are small, or losses are 
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being incurred, there will be no surplus profits out of which 
to write down the goodwill, the value of which in this case 
would be decreasing Again, a business that iS doing very 
badly to-day, and whose goodwill may not be worth any- 
thing hke the ongmal cost price which appears in the 
Balance Sheet, in the future may be converted, through new 
management, into a most flourishing concern, with a very 
valuable goodwill 

Goodwill is a very intangible asset, and it is, therefore, 
a very sound policy to write the cost down out of available 
profits or reserves, and m this way ensure that the whole of 
the capital of the business is represented by tangible assets , 
but this IS a matter entuely for the proprietor of the busi- 
ness to decide for themselves, and an auditor cannot 
interfere, though he may give advice if asked to do so If 
goodwill appears in a Balance Sheet at a substantial amount. 
It is commonly regarded as a weak spot and, therefore, the 
Balance Sheet position is gieatly strengthened if this asset 
IS written off 

Goodwill represents the sum paid for anticipated future 
super profiits, and therefore some authorities contend that the 
cost should be written off agamst the super pi ofits earned 

The auditor should see exactly how the balance upon the 
Goodwill Account is made up, and that it does represent the 
actual cost only, no improper items havmg been debited 
thereto He should see that it is separately stated in the 
Balance Sheet and described as being "at cost" Apart 
from this he is not concerned, the BjJance Sheet showmg 
clearly what is the position of affairs He cannot insist upon 
this asset being written down out of profits, unless, m the 
case of a company, the Articles specially provide to this 
effect, but, on the other hand, goodwill should on no account 
be written up 

The effect of wntmg down goodwill out of profits is to 
retam m the busmess profits that would otherwise be avail- 
able for distnbution, and, m this way, the workmg capital 
of the concern is increased Exactly the same result can be 
amved at by the creation of reserves, disclosed upon the 
Balance Sheet, and in the opimon of many this latter is the 
better course to adopt, as the exact position is more clearly 
shown in the Balance Sheet 
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VALUATION AND VERIFICATION OF STOCK-IN-TRADE 
OR INVENTORIES 

General Consideratibns 

The necessity for the valuation of stock-in-trade or inven- 
tories arises because almost invariably certain goods are 
purchased or manufactured during one accounting period 
and sold in another 

The purpose of the Profit and Loss Account is to show the 
profit or loss ansing upon the sale of goods during that 
accountmg penod If, therefore, part of the goods sold were 
purchased or manufactured in a preceding period, then the 
unsold goods in hand at the end of the first penod should be 
charged on to the succeeding penod at cost price Tins has 
the effect of cancelhng out the cost of the unsold goods m 
the accounts for the period dunng which they were purchased 
or manufactured and charging their cost on to the period 
dunng which these goods were sold 

In certain circumstances that are dealt with heremafter, 
mventones are, for Balance Sheet purposes, valued below cost 
The effect of tins is to charge to the Profit and Loss Account, 
for the penod durmg which the goods were purchased or 
manufactured, a loss representing the difference between 
the cost of the goods and the lower figure at which they have 
been valued Any such loss written off is almost invariably 
an estimate, as the true profit or loss can be arrived at only 
when the goods are actu^y sold The effect, therefore, is to 
charge against the realized profits on the goods sold during 
a penod an estimated loss m value of the unsold goods in 
hand that wiH, it is anticipated, be sold in a succeeding 
pefiod 

The Basic Principles of Valuation 

An accepted basic prmciple is that profit should be taken 
to credit only when goods are sold and therefore on no 
account should inventories be valued, for Balance Sheet 
purposes, above cost On the other hand, an accepted and 
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wise principle is that any possible or probable losses in 
connexion with unsold inventories should be anticipated by 
writing down then values to figures at which it is estimated 
that such inventories wiU in fact be realized durmg suc- 
ceedmg periods In arriving at the estimated realizable 
value, for these purposes, there should be deducted from 
the anticipated sale price the estimated costs of selhng and 
distribution 

The accepted slogan of the accountancy profession is 
that the basis of inventory valuation should be "the lower 
of cost or market price ” 

Accountants as a body, howevei, do not appeal to have 
attempted to define precisely what is meant by the expres- 
sions "Cost” and "Market Value,” and it seems not only 
desirable but necessary that the teims to be used m enun- 
ciating basic principles for application to a pioblem of such 
importance should be free from all tamt of ambiguity 
As regards cost, there are three different methods in use 
in connexion with the valuation of purchased goods as 
follows — 

(a) To value each lot on hand at the actual puce paid for 
the consignment of which it formed a part 
In some cases, e g oil held in bulk tanks, it is impossible 
to identify stock on hand with the various consignments 
purchased, so that one of the two following expedients has 
to be adopted 

(&) To assume that the quantity held m stock represents 
the latest purchases and to value at these prices 
(c) To value at the average cost during the year, i e the 
value of the opening stock plus the year's purchases 
In the case of unfinished and completely manufactured 
goods the accepted prmciple is that these goods should be 
valued at works cost if that cost is below the market value 
But m the case of the law material content, any one of the 
foregomg methods can be apphed As regards works over- 
head charges several alternatives are utilized 
If for example the overheads are calculated as a percen- 
tage upon direct labour, this percentage will fluctuate with 
the rise and fall in the volume of production and the question 
anses as to what percent^p-^liiM be apphed In practice 
used— 
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(a) The percentage for the last quarter or month of the 
accounting year 

(b) The percentage actually apphed at the tune the goods 
were manufactured 

(c) The average percentage for the year 

(d) A standard percentage based upon a normal volume 
of production 

As regards "market value" there are two schools of 
thought, the first holdmg that "market value "represents 
the replacement cost, i e the amount that it would cost to 
replace by purchase or manufacture the goods held at the 
date of the Balance Sheet, the second holdmg that "market 
value” represents the estimated net amount that the goods 
would realize when sold m the form of fimshed products , 
this value bemg arrived at by takmg the anticipated seUing 
price and deducting therefrom any estimated allowances, 
plus sellmg and distribution charges 

Furthermore, as regards the basic pnnciple of the lower 
of cost or market value, in some cases this is applied to each 
lot and m othes to groups of goods For example, a rubber 
merchant havmg a stock of raw rubber might have bought 
his stock during the year at widely vaiymg prices In these 
circumstances some accountants would hold that each lot 
should be valued at the lower of cost or market value, 
whereas others would claim that the total cost of the whole 
quantity of rubber held should be compared with the total 
quantity valued at the market price on the date of the 
Balance Sheet, the lower value being adopted 

In cormexion with the valuation of partly and completely 
manufactured goods, if at the date of the Balance Sheet the 
market price of the raw matenal content has fallen below the 
cost price, m some cases the mventory valuation is written 
down by the difference and m others it is not 

The Importance of Establishmg Basic Principles 

It will be obvious that in practice these various alternatives 
are bound, in many cases, to give widely different results 

When challenged with the fact that there are so many 
alternative bases of valuation, accountants generally answer 
that the basis to be adopted depends upon the circumstances 
of the case This, however, is surely an evasion of the issue 
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Is the true reason that the profession collectively has not 
yet made up its mind upon these points^ 

Accountants cannot dictate to the business world the 
exact bases of mventory valuations But it is submitted 
that the profession should enunciate the basic principles 
Were this done it would be of the greatest value to industry 
and to practitioners in giving a lead as to what the account- 
ancy profession considered to be the best and soundest 
practice At present the profession speaks with many voices 
upon this subject 

In the writer’s opinion it seems very necessary that the 
basic principles applicable to mventory valuation should 
be clearly established, so that the auditor may have reliable 
gauges with Vluch to measure an inventory valuation 
Otherwise very difficult circumstances may arise and the 
auditor may be m serious doubt as to whether he can or 
should not accept the valuation 

For example, upon a fallmg volume of production the 
overhead percentage rises, but it seems difficult to justify 
writmg up the mventory valuation by reason of the m- 
creased percentage, which means m effect charging on to 
the next year part of the cost of the idle capacity of the 
past year The pomt, therefore, arises as to whether an 
auditor is justified in acceptmg such a valuation Agam, 
if raw materials and stores in stock have been purchased 
at pnces that wih leave a satisfactory margin of profit when 
the manufactured goods aie sold, if the replacement value 
of tlus stock at the date of the Balance Sheet is lower than 
cost, the question arises as to whether the auditor must 
msist upon this stock being wntten down to the lower 
value 

The valuation of mventones directly affects the measure- 
ment of the profit or loss for an accountmg period It is, 
therefore, a matter of vital importance that the basis of 
valuation shall be a correct one In the writer’s opmion, 
the bases commonly adopted m practice are so loose and 
variable that m many cases they do not result m the 
correct measurement of the annual profits or losses of a 
busmess 

The following are the basic pnnciples that suggest them- 
selves to the writer, although m certain directions, which will 
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be pointed out, they axe diametncally opposed to estab- 
lished practice The writer’s views on this subject have 
been endorsed by Mr S W Rowland in an article appearing 
in Some Modem Business Problems (Longmans Green & 
Co ), page 267 

Inventories may be classified under various headings, each 
of which has its own problems 

In the case of a merchant, he generally holds goods which 
he resells m the same form in which they were purchased 
The mventories of a manufacturer, however, compnse the 
foUowmg — 

{a) Consumable stores, e g coal, oil, etc 

(b) Raw materials 

(c) Process or partly manufactured goods 

(d) Fimshed or completely manufactured goods 

The Meaning of Market Va lue. 1 e Replacement Value 

or Net Realizable Value 

In the first place it is necessary to estabhsh what is meant 
by "market value ” As has been stated some interpret this 
term as meaning the replacement cost, 1 e m the case of 
stores and raw materials what it would cost to purchase 
similar quantities at the market prices ruling on the day of 
the Balance Sheet, and m the case of Process and Fmished 
mventones, the cost of replacement based upon the 
manufacturing costs ruhng at the date of the Balance 
Sheet 

On the other hand, others contend that "market value” 
means the net realizable value, 1 e the net amount that 
would be realized if the particular goods held were sold 
in the form of finished products at the prices ruhng at the 
date of the Balance Sheet, and after allowing for the 
es^timated allowances, selhng and distribution charges 

So far as the writer is able to judge, the most general and 
accepted practice as regards stores an d, raw matena^ is 
to value them at the lower of cost or replacement value On 
the other hand, in the case of process and fimshed goods it 
IS the lower of cost or net realizable value, although the/ 
lower of cost or replacement value is also used 

In the case of fimshed goods, however, when in an indus- 
try there has been for example heavy over-production 
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resulting in a price war, it is possible for the net lealizable 
value to be below the replacement value In such circum- 
stances it IS submitted that the replacement value could not 
be justified for Balance Sheet purposes, for this reason 
therefore a commonly accepted basis is the lowest of cost 
or replacement or net realizable value 

The writer is in grave doubt as to whether it can be 
correct to adopt these two different bases, i e Replacement 
value for certain classes of inventories and net realizable "" 
value for otheis The utilization of these two bases leads, 
in the writer’s opimon, to several important inconsistencies 
It is suggested, therefore, that theie should be one basic 
principle apphcable to all classes of mventories 

It appears to the writer that the only basic principle that 
can be applied to aU classes of inventories is the “net reah?- 
aUe value,” provided, however, that this is interpreted to 
mean the net realizable value of the goods in the form in which 
they will in fact he sold, which m the case of a manufacturer is 
normally in the form of the manufactured goods Thus in the 
case of stores and raw materials the bases would be, not 
their saleable value as stores and raw matenals, but as com- 
ponent paits of the manufactured goods 

It IS an accepted principle that the valuation of assets for 
Balance Sheet purposes is upon the “gomg concern” basis 
It IS submitted, therefore, that in the case of a manufacturer, 
aU classes of the inventoiy, i e stoies, raw matenals, process 
and fimshed goods, represent merely stages in the process of 
manufacture, and all are held with a view to the production 
and sale of the finished products in winch tihe particular con- 
cern deals In the case of a tyre manufacturer, for example, 
rubber and cotton are held with a view to conversion into 
and sale as tyies and as a rule only in the event of liquida- 
tion would the rubber and cotton be sold in their crude form 
It is submitted, therefore, that it is the net realizable value of 
the finished product that should be measured against the cost 
value of all classes of mventories in assessing the Balance 
Sheet valuations 

The Meaning of Cost 

As regards the various alternative means by which cost 
^s arrived at and which have been dealt with already, it is 
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suggested that here again it would be most helpful if the 
profession were to agree upon basic principles 
In the case of the purchased goods of a merchant said the 
stores and raw materials held by a manufacturer, at first 
sight the actual cost of the individual lots would appear to 
be the most logical basis to adopt In this case, however, if 
durmg the year purchase prices had fluctuated between 
wide limits, a mampulafion of the accounts could be effected, 
-for example, by dehberately drawmg dunng the year from 
aU the low priced lots or vice versa 

The writer would suggest that the fauest basis to establish 
cost is the year's average, calculated by takmg the value of 
each class of the inventory, e g raw matenals and stores, at 
the commencement of ^e year, adding thereto the cost of 
the total of each class of purchases during the year and divid- 
ing by the total quantities involved 

If this method were found impracticable, then it is sugges- 
ted that cost should be established upon the basis of _the 
latest invoice pnces, working the invoice quantities back 
over the quantities held m stock at the date of the Balance 
Sheet 

The cost figure would in all cases be increased by any 
direct expenses such as freight, duty, landing, dock and^ 
reasonable warehouse charges, etc , and on the other hand 
all trade discounts and allowances should be deducted 
In the case of process and fimshed inventories, it is 
suggested that standard cost is the sound basis to adopt 
This standard cost would be based upon the current cost of 
raw materials and direct labour plus overheads based upon 
^ normal volume of production (say 75 per cent to 80 per 
"cent of full capacity) 

This IS not accepted practice, but if the current overhead 
rates are used, then the valuation of the inventory is directly 
affected by the volume of production If, therefore, a year 
with a high volume of production is followed by one with a 
low volume, and if the cost of matenals and labour is the 
same in both years, then a given umt of stock will be valued 
at a Jhigher price at the end of the year than it was at the 
commencement In such circumstances it is commonly 
argued that the valuation in each case does represent cost, 
but the true reason for the high valuation at the end of the 


9— (B 1534) 



no THE PRINCIPLES OF AUDITING 

year is the low volume of production, which has increased 
the works overhead percentage This means that there has 
been loaded on to the inventory an abnormally high per- 
centage of overhead charges, with the result that part of 
the cost of the idle capacity of the past year is being carried 
forward to the succeeding year The reverse would be the 
effect m a year with a high volume of production following 
one with a low volume In that event a low inventory 
valuation would result with corresponding benefit to the*" 
succeeding year 

By adopting a standard cost valuation, the value of any 
umt of stock would be the same at the beginning and end 
of the year, unless the standard cQsts had been varied as 
they naturally ^ould be from timt, to time if changes took 
place either m the costs of law materials, in diiect labour, 
or m production methods Under this basis of valuation 
each year would beai the full cost of idle capacity, which it 
is submitted it correctly should do 

In the writei’s opimon, the cost of idle capacity should be 
segregated to a separate accoimt m the financial books, and 
should not be included m costs or m inventory valuation 
For this purpose, by idle capacity is meant the cost of factory 
space, plant and equipment that have not been utihzed at 
all durmg an accountmg period 

Fluctuations m the percentage of overheads included m 
inventory valuations from year to year can be avoided to 
a material extent by estabhshmg the practice of excluding, 
for the purposes of inventory valuation, all fixed overheads, 

1 e those that do not fluctuate with the volume of produc- 
tion, such as rent, rates, insurance, depreciation (if fixed 
annual amounts are written off), management salaries, etc 

The Valuation of Different Classes of Inventory 

Based upon the principle of the lower of cost or net 
realizable value as described above, the vanous classes of 
inventory would be valued as follows — 

STORES Stores are held for use and not for sale m 
their crude form For example, coal represents an essential 
element m the production of the power required for manu- 
facturing purposes 

It IS submitted, therefore, that the Production Account 
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for each accounting period should bear the actual cost of the 
coal used, regardless of the penod when the coal was pur- 
chased Stocks of coal, therefore, would be valued at cost, 
1 e the yeai’s average or at the latest invoice prices 

If theie has been a fall in the replSiCement cost of stores 
as between the date when they were purchased and the Bal- 
ance Sheet date, tins does not necessanly mean that a loss 
arises but merely that tfiese stores could have been purchased 
cheaper if the placing of the contracts had been delayed 
But inventory levels require to be kept in relationship with 
the volume of production, and the purchasing department 
has yet to be found that can invariably bi^ at the bottom 
of the market „ ^ 

If in the above circumstances, these stores are wntten 
down to the replacement cost, as is the common practice, an 
artificial loss is added to the cost of stores for the past year 
and the cost of stores for the coming year is artificially 
reduced by a correspondmg amount Provided that the 
production costs o:^the goods manufactured continue to show 
a satisfactory margin of profit, it is submitted that the valu- 
ation of stores at cost is fully justified and could not be 
contested by an auditor 

This basis is m accord with the suggested principle of the 
lower of cost or net realizable value, as if there is a margm 
of profit upon the sale of the fimshed product, a profit will be 
realized when the stores are sold in the form of manufactured 
products 

SPARE PARTS Stocks of spare parts m the mam wiU 
be used m connexion with the maintenance of plant and 
equipment When used, therefore, the cost of these spare 
parts become revenue expenditure In some factories items 
of plant are manufactured m the factory’s own machm^ 
shops, m which case^jpare_4iarts from stock used in the 
manufacturq,^-equipment become part of the fixed assets 
and thCT^fSm become capital expenditure 
It IS submitted that the basis of charge in both cases 
should be cost Therefore spare parts m stock should be 
valued at cost and need not necessarily be wntten down to 
replacement value if that value is lower at the date of the 
Balance Sheet 

It IS not uncommon to find complete items of equipment 
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held in leserve in case of breakdown It is suggested m 
this case that such items should not be included m stock, 
but when purchased should be charged at cost direct to the 
appropriate fixed asset account 

SCRAP Stock of-'scrap, including discarded equipment, 
it IS submitted, should be valued for inventory purposes at 
its net sales value as scrap 

RAW MATERIALS Here again the common practice" 
IS to value at the lower of cost or replacement value 

In the writer's opinion, however, the basic principle 
should be the lower of cost or the net reahzable value in the 
form of the fim^ed products 

If raw materials are purchased In one peiiod and used in 
a succeedmg one, they should, it is submitted, normally be 
charged on at cost, so that each penod may show the true 
margin of profit 

If at the date of the Balance Sheet the replacement value 
IS below cost no loss has arisen, or is likely to arise, provided 
that there wiU be a margin of profit upon the ultimate sale 
of the fimshed products In the case of patented and pro- 
prietary' articles and with many others there is frequently 
an ample margm of profit on the selling prices of the products 
and in miny cases short term selling prices aie not directly 
affected by fluctuations m the prices of the raw materials 
used In such circumstances, it is submitted that cost is 
the correct basis of valuation in accordance with the 
suggested basic principle 

If, however, at the date of the Balance Sheet the selling 
prices of the fimshed pioducts have fallen, it is necessary to 
ascertain whether or not — after takmg into account aU 
manufactuhng, selhng and distribution expenses — a margin 
of profit remains if raw materials are included at cost If 
not, then the raw material mventory should, be written 
down In such circumstances, practical difficulties are hkely 
to arise m calculating the amount of depreciation to be 
written off 

In the case of a manufacturer producing a variety of 
articles, as a rule, there wiU not be for each fine the same 
relationship of works cost to net sales value, and at the date 
of the Balance Sheet it is impossible to estimate the exact 
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quantities of the various lines that will be produced from 
the raw mateiials on hand 

If, therefore, at the date of the Balance Sheet, there has 
been a heavy fall in selhng prices due, for example, to a 
price war, then obviously a serious position has arisen and 
it IS submitted that the inventory valuation requires ex- 
haustive consideration 

In accordance with orthodox practice, raw materials would 
be valued at the lower of cost or replacement value, but, in 
the foregoing circumstances, takmg raw matenals at this 
value, production costs might stiU exceed the net reahzable 
values of the finished goods _ Therefore, upon this basis, if 
the low selhng prices of the Wshed products peisisted, then 
the coming year would be involved m a lo5s upon the sale of 
the goods manufactured from the raw materials on hand 

It is submitted, therefore, that in the case of raw mater- 
ials, as with the other classes of inventory, the crucial factor 
IS the net reahzable value of the finished products In the 
event, therefore, of low and unprofitable selhng prices pre- 
vaihng it is suggested that the whole of the facts require 
most careful and exhaustive investigation, and the raw 
material inventory should be written down to such a level 
that, as nearly as can be estimated, no loss will be incurred 
m the succee ding year upon the sale of the corresponding 
finished products 

Qmte apart from theoretical prmciples it is obvious that, 
if selhng prices are at an uneconomic level, then a dangerous 
situation has developed and therefore that it is financially 
prudent to adopt the most conservative basis of inventory 
valuation In such circumstances the valuation is largely 
a matter of judgment 

A very conservative valuation is arnved at under what 
is known as the Base Stock Method Under this method a 
fixed base price is estabhshed, this base price being^a low 
one and weU below the long teim market average The raw 
material stocks are valued each year at the base price regard- 
less of their cost Under normal conditions the mventory 
valuation is therefore below both cost and replacement 
value From the point of view of conservative finance this 
method has supporters, but it certamly distorts the true 
measurement of annual mcome 



THE PRINCIPLES OF AUDITING 


II4 

FORWARD CONTRACTS FOR THE SUPPLY OF 
RAW MATERIALS It is common practice for manu- 
facturers to place forward contracts in Older to ensure 
supplies of raw matenals, and if, in such circumstances, the 
replacement price of such materials at the date of the Bal- 
ance Sheet is below the contract price, the question arises 
whether any provision should be made therefor m the 
accounts for the past year Practice diffeis Some com- 
paiues invariably provide foi such differences at the date ^ 
of the Balance Sheet and others do not In cases where the 
forward contracts for raw matenals have been placed to 
cover sales contrg.cts that have been fixed, and upon which, 
talang the raw rCiaterials at the contract prices, a inargm 
of profit wdl be shown, there does not appeal to be any 
reason, except cautious finance, why provision should be 
made in the preceding year’s accounts for the fall m the 
price of the raw matenals The raw mateiial contracts in 
these cases have been placed in order to ensure the margin 
of profit upon the forward contracts for the sale of the 
manufactured products In cases where such f 01 ward con- 
tracts have been placed but are not m respect of specific 
sales contracts, it is no doubt a conservative financial policy 
to write down, m the case of a fall in the maiket price, but 
in the writer’s opinion it cannot be said that it is essential 
for the same reasons as havfe been given above in connexion 
with stocks of law materials But here again, if there had 
been a severe fall m the price of the law materials with a 
corresponding faU m sale prices of the manufactured articles 
so that at the contract prices of the raw matenals it will be 
impossible to manufacture at a piofit, then undoubtedly 
provision should be made so that in effect these raw materials 
are written dovm to a price at whic^i the coming year can 
manufacture and sell without loss 

It is submitted that the same basic prmciple apphes, 
namely that the governing factor is the net reahzable value 
of the finished products that will be manufactured from 
these raw materials Nevertheless, circumstances may be 
encountered which require special consideration 

A manufacturer, foi example, under the impression that 
lus raw material market is hkely to harden against him in 
the near future, buys heavily and finds himself at the close 
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of his fmancial year with, raw matenal stocks and forward 
contracts sufficient to cover his normal production for one 
and a half years as against the usual three to four months 
requirements which experience has hitherto proved exped- 
ient At the date of the Balance Sh^et it appears that his 
estimate of the market movements has been completely 
wrong For the market value of these raw materials has 
dropped and appears hkely to fall much farther At the 
date of the Balance Sheet the seUing prices of the finished 
products have not yet been afiected by the fall in the price 
of the raw material, and there is therefore a margin of profit 
on the basis of the actual cost of the raw matenal 

In these circumstances, obviously a very serious situa- 
tion has ansen Owing to the departure from the normal 
buying policy, and the holding of an abnormally large stock 
of raw materials, together with the heavy forward contracts, 
exposes an abnormally large area of vulnerabihty in that it 
IS impossible to prognosticate what the selling conditions of 
the finished products will be a year and a half ahead A 
comparatively long time, therefore, must elapse before 
either the wisdom or imprudence of the pohcy of heavy 
bu3ang of raw materials is capable of demonstration, and 
considerable risks are involved 
It imght be considered satisfactory to value the raw 
material stocks and the forward contracts on the basis of 
the replacement price at the date of the Balance Sheet 
But in the circumstances descnbed above where there is 
one and* a half years cover it is impossible to estimate the 
■s elling prices of the fimshed product, and there is the nsk 
that raw matenal and selhng pnces may fall considerably 
lower Therefore the valuation of the raw material stocks, 
and the treatment of the forward contracts becomes, it is 
submitted, a matter of judgment In such circumstances, 
upon the prmciple of sound financial policy, and after 
weighing up all the circumstances of the case, drastic 
treatment may well prove to be the wise course 
This, it IS submitted, m no wise impairs the vahdity of 
the basic prmciples which have here been advocated, for it 
wiU be appreciated that as the circumstances postulated 
are quite exceptional to the busmess, they reqmre special 
tteatment in the accounts 
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The Pepper Pool case, leported in The Accountant, Vol 
XCIV, pages 305 and 323, is of considerable interest in con- 
nexion with the subject of forward contracts generally 
The circumstances were that a pool was formed with 
the object of “cornering” the pepper market Large for- 
ward purchases were made and in consequence the market 
price of pepper rose considerably These high prices 
unexpect e^y lesulted in large quantities of pepper coming 
on the market far m excess of the pool’s anticipations In 
order to maintain the maiket price the pool was therefore 
forced to extend its purchases far m excess of its original 
plans, and in consequence financial embarrassments qrose 
which eventually brought about disaster 
Shortly prior 'to this a piospectus was issued m lespect 
of the old established business of James & Shakespeare Ltd 
This company was contioUed by some of the accused, and 
the company was heavily involved in these forward commit- 
ments m pepper The cash received under the issue was 
used to finance part of the pepper commitments 
In the prospectus no mention was made of the consider- 
able forward contracts Produce merchants in the ordinary 
course of busmess have reasonable forward commitments 
But in this case the amounts involved were so considerable 
that it was clear that these transactions could not be 
regarded as in the ordinary course of normal business 
Obviously a highly speculative position existed, but there 
was nothing to indicate this fact in the prospectus 
Bishirgian, who was a diiector of James & Shakespeare 
Ltd , was found guilty of issuing a prospectus knowing it 
to be false in a materid particular, and Howeson and Hardy 
were found guilty of aiding and abetting him They were 
aU sentenced to imprisonment m the second division 
This case is worthy of close study by the professional 
accountant both from the point of view of certificates of 
profits for prospectus purposes, and also as regaids the 
audit of busmess accounts In both cases it is clear that, 
if there is evidence of forward contracts, the accountant 
should carefully examine the whole position If the total 
amount of these contracts is normal, they are m the ordinary 
course of busmess, and there is nothing to indicate losses 
upon them, then there would appear to be no reason why 
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special mention of these forward contracts should be made in 
a prospectus or in the Balance Sheet of a company But, if 
the amounts involved are abnormal and obviously a specu- 
lative situation exists that may result in senous losses, then 
the lesson to be learned from this case is that these facts should 
be made clear in a prospectus and also, it is submitted, m a 
Balance Sheet In either case, if an auditor is aware of these 
facts, he should msist upon the position bemg made clear 
PROCESS OR PARTLY MANUFACTURED GOODS 
In the case of Process and also fimshed goods, as has been 
stated, it IS thought that the most generally accepted prin- 
ciple IS the lower of cost or net realizable value, however, 
some authorities contend that the basis should be the lowest 
of cost or leplacement or net realizable value 

Folio wmg the principles enunciated above it is suggested 
that piocess stocks should be valued at current standard 
cost, or the net realizable value m the form of fimshed 
products, whichever is the lower 

It wiU be appreciated that there is no question of antici- 
pating profit by the adoption of this principle, as the net 
realizable value is only adopted if it is below cost, and 
therefore there cannot be any profit m the valuation 
It is submitted that the process stocks should be taken 
as a whole and valued at current standard cost and also at 
the net realizable value, i e the sale pnee of the finished 
product, less allowances, costs of selhng, distribution and 
cost of completion of manufacture If in total the net real- 
izable value IS below the standard cost value, then the lower 
valuation should be adopted 

The standard cost would cover raw matenals, direct 
labour and normal works overhead apphcable to the partly 
manufactured goods No addition should be made for sell- 
ing, distribution, admimstration and financial charges 
In the case of the raw material content of unfinished and 
completely manufactured goods, the common practice is 
to include this at cost The basis of valuation, however, 
in some cases is the lower of the cost of the raw material 
content or the replacement value at the date of the Balance 
Sheet Here agam no Settled practice exists, and although 
the wntmg down of the stock in this way is undoubtedly a 
prudent pohey, it cannot be said to be essential provided 
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always that the total value of each class of stock does not ex- 
ceed the net realizable value in the form of fimshed products 

FINISHED OR COMPLETELY MANUFACTURED 
GOODS It IS submitted that exactly the same principles 
should be apphed as m the case of the process stocks of a 
manufacturer, except that with fimshed goods the net 
realizable value will be represented by the sale price less 
allowances, costs of seUmg and distribution Here again 
no question of anticipatmg profit is involved m the adoption 
of this basis of valuation 

In the case of a merchant the basis wiU be the lower of 
cost or unrealizable value 

DAMAGE AND OBSOLETE GOODS In the case of 
aU classes of the inventory aU damaged and obsolete goods 
should be written down to the amount it is estimated that 
these goods will realize when sold in the form that it wiU be 
possible to dispose of them , in some cases this will be m the 
form of second grade products and m others in the form 
of scrap Here again allowance must be made for the costs 
of selling and distribution 

UNSOLD PRODUCE, ETC In the case of tea, coffee 
and rubber estates, tin dredgmg and mimng undertakings, 
it IS a common practice to value the unsold production at 
the date of the Balance Sheet at the net amount subse- 
quently reahzed The object of this practice is to credit each 
year with the total amount reahzed upon the sale of the 
production of that year In such cases, where at the time 
the accounts are bemg completed the whole of the unsold 
production has in fact been sold, there can be no objection 
to this practice The auditor should inspect the account 
sales or other similar evidence, verifying the sales of the 
stock during the subsequent period, and this stock should 
be descnbed in the Balance Sheet as "at net amount sub- 
sequently realized," an example can be seen m the Balance 
Sheet of Dunlop Plantations, Ltd , m Appendix A In this 
way it IS made clear that the profit has been put back mto 
the year durmg which such stock was produced It will be 
appreciated, however, that this practice is a distinct depar- 
ture frbm the ordmarily accepted prmciples of mventory 
valuation It is, however, the established practice in the 
case of undertafangs of the type referred to 
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Policy Considerations and the Importance of a 
Consistent Basis 

Considerations of financial policy commonly result in the 
adoption of a conservative basis of inventory valuation and 
this course is obviously a prudent one But pohcy is quite 
apart from the question of the basic principles that should 
govern mventory valuations, and the auditor is not con- 
cerned with pohcy 

It IS, howevei, most important that a consistent basis 
shall be adopted from year to year, as otherwise the trading 
results shown by the accounts become distorted It is very 
necessary, therefore, that the auditor should verify that the 
same basis is adopted each year If the basis has been 
changed and the change materially affects" the results, then 
it is subimtted that this fact should be made clear either 
m the accounts, the Directors’ Repoit, or m the Auditor’s 
Report 

The Auditor’s Duties as Regards Inventories or 
Stock-m-trade 

The auditor’s position as regards inventories is one of very 
great difficulty, for the amounts involved often are very 
considerable and materially affect both the Profit and Loss 
Account and the Balance Sheet, and falsification of accounts 
IS frequently effected by means of stock mampulations But 
it IS impracticable for the auditor himself to take, inspect, 
or value the stock, and unless stock books have been kept, 
the books of account do not disclose what stock should be 
in hand at the date of the Balance Sheet Further, there 
IS no certain means by which he can verify the existence of 
this asset, such as are available in the case of cash m hand, 
banlc balances, mvestments, freehold and leasehold proper- 
ties, etc In fact, the auditor has less control over this asset 
than he has practically over any of the other assets of a 
busmess, and he is bound to rely very largely upon the 
mtemal checks m this coimexion, and upon the certificates 
given by the management — ^in fact, the stock presents one 
of an auditor’s greatest difficulties 

The prmcipal eirors that have to be guarded against, all 
of which may be purposely or umntentionally committed are 
as follows — 
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(a) Incorrect additions and calculations 
(&) Incorrect puces and valuations 
(c) Tlie inclusion of goods in stock, the invoices for which 
have not been passed through the purchases 
u. {d) The inclusion of goods in stock that have already been 
sold and entered as sales, piior to the date of the Balance 
Sheet 

(e) The omission of stock in the hands of agents, at docks, 
in Warehouses, etc 

if) The inclusion of plant, tools, furnituie, etc , in stock, 
which have already been debited to an asset account 

The omission to provide for depreciation in the case 
of damaged, out of fashion, or obsolete stock 

[h) The valuation of stock upon the basis of incorrect 
prmciples 

If proper stock accounts have been kept, these will be of 
great assistance to the auditoi for the purpose of checking 
the stock, and any large differences between the quantities 
shown by the stock books and the stock sheets should be 
most carefuUy investigated 

Before commencmg the actual checking, the auditor 
should carefully inquire mto the whole system of taking, 
entering, pricing and checking stock, and find out the exact 
basis upon which it has been valued As stated above it is 
very important to ascertam that the basis of valuation at 
the beginning and end of the year is consistent As many 
persons as possible should be engaged upon the stocktalang, 
and each step should be independently checked Further, 
responsible officials should supervise the work, as juniors 
often have quite erroneous ideas concemmg what is rightly 
included m stock, and the principles govemmg its valuation 
Each person who takes part in the stocktalang should mitial 
the sheets he has entered up or checked, and a responsible 
official, such as a managing director or partner, should give 
an over-riding certificate to the effect that the stock has 
been correctly taken, is valued upon a consistent basis, that 
the basis of valuation m aU cases is the lower of cost or 
net reahzable value, and that the total valuation of the 
stock represents, in his opmion, a fair and proper valuation 
of this asset 

In the case of a manufacturmg business, the auditor 
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should make most careful inquiries as to the valuation of 
the process and finished stocks, and as to the whole 
system for deahng with this, m many cases, most com- 
plicated matter In some factories, goods may pass through 
twenty or more distinct stages of manufacture before they 
are completed, and in each stage, wages, materials and ex- 
penses are being expended Therefore, it wiU be appreciated 
that at the date of the Balance Sheet, m the ordinary course, 
there will be goods at every stage, and that the cost in eac^ 
stage will be different Unless proper cost accounts have 
been kept, it is practically impossible correctly and accur- 
ately to value partly manufactured stocks, as the only 
means of checking that an auditor has is the comparison of 
the stock valuations with the cost records, which records 
should show the exact cost of each stage m the process of 
manufacture In any event, the auditor is necessarily to a 
considerable extent m the hands of the management, as 
there are practically no mdependent checks possible, except 
cost records, and the comparison of the percentages shown 
by the accounts of other years , and even these lattei are not 
conclusive, and may only lead the auditor to the general 
conclusion that the stock valuations appear to be unsatis- 
factory 

Having mquired into the whole system of stocktaking, 
the bases of the valuations and the internal checks, the 
auditor should check and test the stock sheets as far as 
possible, and the hnes upon which he should carry his 
investigations should be as follows — 

(a) Check the castings, or a fair portion thereof, bearmg in 
mind that there is no double-entry check upon these totals 

(&) Check a proportion of the calctdations, selectmg 
mainly the larger items, but beanng in mmd that items 
calculated as singles may in fact be dozens or gross 

(c) C(j)?npare the stock sheets with those of the previous 
year, especially as regards prices and quantities, making 
careful mquines if important fluctuations occur, and also 
with a view to ascertaimng whether any part of the stock 
has been m hand for long periods, and may thus be out of 
date or obsolete 

{d) In the case of raw materials, stores and purchased 
goods, the orthodox practice is to compare prices with recent 
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invoice and market prices For the reasons already given 
in the writer’s opinion all classes of stock should be measured 
against their net reahzable value in the form of fimshed 
products 

(e) Examine the Goods Inwards Book for the last few 
weeks of the period, and trace any large items into stock and 
into the Bought Day Book 

(/) Trace any large sales towards the end of the period 
into the Goods Outwards Book, and see that these goods 
have not been mcluded m stock 

{g) In the case of partly and completely manufactured 
goods, test these with the cost recoids, and ascertain 
the basis upon which the additions for overhead charges 
have been calculated If there are no Cost Books, see that 
full particulars are given as to how the figures are ariived at, 
and that these aie certified by a prormnent official Test 
these items as far as possible with any available evidence 
{h) If Stock Books are kept, check the quantities with the 
Stock Book balances, carefully inquiring into any impor- 
tant differences 

(j) In some businesses the quantities m stock can be 
checked easily, as, for example, m the case of a coal merchant 
the Bought and Sales Day Books should be ruled with 
quantity columns, and thus the total tonnage sold during 
the penod, deducted from the tonnage in stock at the com- 
mencement, plus the tonnage purchased, should give the 
quantity in stock at the end of the period There wiU be 
always small differences owing to waste Normally such 
differences should not vary much in percentage 

[k) Inquiry should be made as to whethei there are any 
goods in the hands of agents, at the docks, or warehouse, 
etc , that may have been omitted from the stock sheets 
Quantity stock certificates in these cases are usually obtam- 
able 

(/) When examining the stock sheets it should be seen 
that no plant, tools, fuinitiire, etc , aie included 

(m) When the Trading Account i-i completed, tlie auditoi 
should compaic the peiueiitage of gross piofit to sales with 
that of prcMou-5 -^cais, and it theic aic anv maiked Quetua- 
tions, mquiie into the reasons ^uch fliKtuations in ibf 
pciccntages may be due to -v dilations in volume or m puces 



VAIUATION OF STOCK-IN-TRADE OR INVENTORIES 123 

of sales or purchases, or rates of wages, to exceptional con- 
tracts, or to improved production, but if the auditor is not 
satisfied that the fluctuation is caused by one or other of 
these circumstances, it must be that the opening or closing 
stock IS mcorrect, or that the opening and closing stocks 
have been valued upon a different basis This percentage 
test IS of very great value, but it cannot be applied in all 
cases, as m some businesses there is no constant percentage 
of gross profit which on the individual tiansactions may 
vary considerably 

in) Verify that the basis of the valuation of the whole of 
the stock is consistent with that adopted in pievious years 

The foregoing are tests that may be applied to the stock- 
in-trade, but an auditor can never be absolutely certain 
that this item is correct, and he is bound to depend to a 
considerable extent upon the certificate of the management 
But he must exercise reasonable care and skill m order to 
satisfy himself that the stock has been correctly taken and 
valued, and, therefore, he must make exhaustive inquiries 
and test the stock sheets as far as he can m the circumstances 
of the particular case, and if he is not completely satisfied 
he shoifid, without fall, deal with the matter in his audit 
report 

The legal responsibihty of auditors as regards stock-in- 
trade IS a question of considerable importance, and is dealt 
with later in Chapter XI In the meantime, it should not 
be thought that it is suggested that an auditor must apply 
aU the above tests m every case, but that, realizing what an 
important bearing the valuation of stock has upon the 
accounts, how easy it is to falsify the accounts through the 
stock, and how difficult it is for the auditor to venfy this 
item, it IS most advisable that an auditor should pay par- 
ticular attention to this asset, and endeavour to verify it aA 
far as he possibly can within reason, and that he should not 
rest content with mere compliance with what may appear 
to be the strict legal requirements in this direction 



CHAPTER VII 

DEPRECIATION, RESERVES AND SINKING FUNDS 

General Consideration of Depreciations 

The subject of depreciation is one of the very important 
and at the same time dif&cult matters with winch an 
auditor has to deal, therefore it is proposed to discuss the 
prmcipal pomts that must be borne in mind by an auditor 
But it IS impossible in the space available to deal completely 
with the whole of this subject, and all accountant students 
aie strongly advised to study it exhaustively in aU its 
bearings, for considerably more attention is being paid ta 
this question by the industrial world than has been the 
case in the past — ^theiefore, eveiy auditor should be well 
versed in all the governing principles 

Two valuable papers on “Depreciation and Obsoles- 
cence” were delivered at the International Congress on 
Accountmg held in 1933, one by Sir Harold Howitt and the 
other by Mr A S Fedde, of New York These papers and 
the subsequent discussions appear m the published pro- 
ceedings of the Congress, and also in The" Accountant, 
Vol LXXXIX, pages 505 and 541 Both of these papers 
and the discussions on them are worthy of close study as 
they represent the modern British and American views 
upon this important subject It wiU be seen, however, that 
divergent views are held by accountants as to the methods 
to be adopted for writmg off depreciation in accounts, and 
the student may weU be troubled in deciding which course 
to adopt 

In practice, the term “ depreciation ” is commonly used 
in a very wide sense, covering deci eases in the values of 
assets caused by outside fluctuations m replacement values, 
and also the amortization of the cost of an asset over the 
period of its use 

Fluctuations in the Market Value of Fixed Assets 

Fluctuations in the replacement or realizable values of 
fixed assets are not as a rule provided for when preparing 
the accounts of a busmess for these fluctuations are caused 
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by outside factors in no way affecting either the earning 
capacity or the actual revenue eammgs of such assets 
For example, m the case of land upon which a factory is 
budt, the market fluctuations in the value of such land are 
properly disregarded, for this asset is not in the market for 
sale, but is held merely for the purpose of providing the 
space upon which to erect the buildings necessary for the 
purposes of the busmess The tradmg results of the concern, 
and the earning capacity of this asset are, therefore, m no 
way affected by such outside fluctuations in value Conse- 
quently, an asset of this nature appears in the Balance 
Shek “at cost,” so that in this way is shown how much 
of the original capital was sunk in the acquisition of this 
property 

If fixed assets, such as investments, are held, and it is 
anticipated that they may be sold in course of time, then, 
if market values appear to have fallen permanently, and 
therefore, it appears that losses upon reahzation will be 
incurred, it is wise to hold back part of the profits and 
thus provide a reserve agamst this contmgency, and thus 
ensure that the origmal capital sunk in the mvestments is 
kept mtact 

The writing down of the value of investments m these 
circumstances is purely a matter of financial policy and 
upon which the auditor could not msist If, however, 
the auditor were dissatisfied with the valuation of this 
asset and its j description in the Balance Sheet, he can, 
of course, qualify his report to the shareholders, aM he 
should do so if, in his opmion, a misleadmg picture is being 
presented 

Depreciation of Wasting Assets 

The depreciation that must be provided for, if accurate 
accounts are to be prepared, is the shnnkage in value of 
assets that is caused by, and is the result of, using such 
assets for the purpose of earmng revenue In this case 
the shnnkage m value is the natural and mevitable result 
of employing the asset for the purpose of earmng revenue 
For example, in the case of plant and machmery, maiiu- 
facturmg therewith necessarily has the effect of gradi^y 
weanng out the machmes Such depreciation does affect 
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the earning capacity of the asset, and the correct trading 
profits are not ascertained unless a proper charge is made 
for the cost of the machinery used Therefore, depreciation 
should be provided for in the case of all wasting assets, 
that IS, assets that aie used up or exhausted in the course 
of seekmg to earn income, examples being buildings, 
plant and machinery, fuimture and fixtures, horses, carts, 
vans and harness, leases, patents, cop5nights, etc 

The Main Object of Providing for Depreciation 

The mam object of providing for the depreciation of 
wasting assets is to keep the original capital intact As 
part of the capital of the concern has been invested in the 
purchase of these assets, which have a working hfe of 
only a limited period, therefore, when this workmg hfe 
comes to an end, and the earmng capacity of these assets 
ceases, they will become valueless for the purposes of the 
business, and the original capital sunlc in their acqmsition, 
less any scrap value of the assets, will have been lost 
Hence, in order to keep the capital of a busmess intact, 
if any part thereof is mvested in the purchase of wastmg 
assets, revenue must be held back by means of depreciation 
charges to Profit and Loss Account, in order to replace 
the capital that is being lost by reason of the fact that it is 
represented by assets that are being consumed or exhausted 
in the course of trading or seeking to earn income For 
example, in the case of a factory, in order t9 produce the 
fimshed goods that are sold, it is necessary to use raw 
materials, labour and macMnery, and the cost of the 
machmery is just as much a charge ’against the revenue 
earned as is the cost of the materials and wages If to 
manufacture certam goods one machine alone were neces- 
sary, and that machine were purchased at the commence- 
ment of the financial year of the business, assuimng the 
working hfe of this machine to be one year only, then, 
in this case, when calculatmg the profit or loss upon the 
goods manufactured, agamst the sales there would have 
to be charged the cost of production, which would be the 
cost of the materials used, the wages, expenses, and the 
cost of the machine which had been used up m the course 
of manufacture The cost of the machine is just as much 
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part of the cost of producing the finished goods as the 
matenals and wages, for in order to convert the raw 
materials into the saleable articles, both the machine 
and the labour and matenals are necessary In this way, 
out of the amount reahzed upon the sale of the goods, 
there is held back the cost of the machine, and thus the 
capital sunk m its purchase is replaced, whereas, if this 
were not done, the effect would be that a loss of capital, 
directly caused by the manufacture, would not have been 
provided for, and the available capital of the business 
would be permanently reduced thereby, the result being 
]ust as wrong in pnnciple as if the cost of the labour had 
not been charged The foregoing is, of course, a yery 
simple case, but exactly the same principles apply where 
the machmery lasts for a period of years , m this case as the 
plant will continue to be used for a number of years, 
its cost has to be spread over this period In this way, 
dunng the hfe of the machmery, out of the revenue earned 
thereby, there will be held back the onginal cost thereof, 
and thus the capital mvested in this wasting asset will be 
replaced, such capital being available for the replacement 
of the worn-out asset, or for the general purposes of the 
busmess 

In aU cases, therefore, where one of the direct causes of 
earmng revenue is gradually to consume fixed assets of 
a wastmg nature, the depreciation of such assets should 
be provided for out of revenue For the cost of such 
assets is, m fact, a direct revenue charge, but it is one 
that, m most cases, has to be spread over a penod of years, 
as the benefits arising therefrom are not ail exhausted in 
the one year, as is the case with the majority of revenue 
charges, such as rent, rates, taxes, salaries, etc 

Replacement Cost 

In recent years arguments have been put forward to 
the effect that depreciation should not be calculated upon 
the ongmal cost of an asset but upon the estimated cost of 
replacement These views originally arose owing to the 
great mcrease m replacement costs which occurred durmg 
and after the War, and are founded upon the principle that 
the object of depreciation is to provide for the cost of 



128 


THE PRINCIPLES OF AUDITING 


replacement In the author’s opinion this principle is 
incorrect, and the correct one is that the object of deprecia- 
tion IS the replacement of the original capital investment 
An increase m replacement costs is an important mattei 
and means that additional capital is required in order to 
mamtam the origmal earning capacity In these circum- 
stances wsth a view to providing the additional capital 
necessary, it is suggested that, purely as a matter of financial 
policy, appropriations should be made out of available profits 
to a special or general reserve 

Obsolescence and Effluxion of Time 

Other factors which have the effect of exhausting the 
value of assets are obsolescence and effluxion of time 
Obsolescence, m the case of plant, means that new and 
improved machinery has been invented, which wiU manu- 
facture better, cheaper, or m greater quantities, and, 
therefore, if these new machines are widely adopted m 
the particular trade, the old plant must be “ scrapped” and 
the new machines installed, as otherwise the particular 
business will not be able to compete successfully with its 
rivals, and thus keep its place m the particular industry 
Therefore, in fixing the working life, this eventuality should 
be considered, and the period fixed should be the period 
durmg which it is estimated that the machinery be 
suitable for the purposes of the particular business, and 
will be able to manufacture the required standard of arti- 
cles in sufficient quantities, and at a cost that will enable 
the busmess to meet competition The practical difficulty 
IS that it is impossible to forecast when obsolescence 
will arise It is submitted, therefore, that the better 
course is to deal with this contmgency separately from the 
normal provision for depreciation by means of appropria- 
tions of profits to a special obsolescence reserve The great 
value of such reserves is bemg appreciated by industry 
to-day 

Dealing with this question in an article, The Accountant 
(Vol XCVIII, page 652) stated — 

Obsolescence will ever remain, we fear, a problem not amenable to 
easy solution We have always thought it important to remember, in 
this connextion, that the financial aspects of the problem are more 
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importcint than the purely accountmg aspects, that is to say, the real 
difficulty confronting the business man is to be sure that his liquid position 
IS so strong that he can afford to be ruthless should busmess conditions 
demand the rejuvenation of his plant This consideration seems to us to 
pomt to the advisabihty of regardmg obsolescence as an appropnation 
from the profit of favourable years through the buildmg up of reserves 
of profits available for the scrappmg of plant as and when competitive 
conditions render that advantageous It is, of course, true that this 
practice does not run parallel with income tax procedure and mvolves the 
payment of tax followed by a later allowance which may, or may not, 
correspond , but we do not thunk that the precise manner m which the 
mcidence of mcome tax falls on successive financial penods ought to 
weigh unduly in the formulation of financial pohcy 

Effluxion of time is a factor in such cases as leases, where 
at the end of a fixed penod the lease terminates, and all 
value, therefore, ceases The amount paid for a lease is, 
m effect, the capitalized value of rent paid in advance, and 
must, therefore, be written off to revenue over the period 
of the lease, as also must the cost of any buildings erected 
upon leasehold land, and any improvements effected by 
the lessor 

Estimation of the Working Life of Plant and 
Machinery 

The difficulty in dealmg with the question of depreciation 
of such assets as plant and machinery is that the working 
hfe has to be estimated, and there is no certain way of 
arriving at this penod, therefore, past expenence and 
expert and technical knowledge are required when dealing 
with this point In practice, it is only too commonly 
found that the cost of all the plant and machmery is 
included m one account, m which case it is impossible to 
estimate the depreciation accurately, for the hves of all 
the various classes of machinery, etc , included under the 
one head will be very different, for example, boilers and 
such lik e heavy plant may last for a number of years, but 
fast-running machines may have a very short hfe only, and 
such accessories as beltmg will have to be renewed con- 
stantly In the above circumstances, therefore, the fixmg 
of the depreciation is a mere matter of guess-work, the 
accuracy of which can only be proved or disproved in the 
light of after years If, then, as is very probable, it is 
found subsequently that the depreciation has been under- 



130 


THE PRINCIPLES OF AUDITING 


estimatedj the evil will have been done, in that past profits 
will have been overstated, and if, furthermore, such profits 
have been distributed to the proprietors of the busmess, 
pait of the capital of the concern will have been lost Such 
ciicumstances have iij many cases been the chief cause of 
bankruptcy, as it has been found nnpossible to replace the 
capital that has been lost owing to the inadequate provision 
for depreciation 

Plant Register 

In the writer’s opmion the only satisfactory method for 
deahng with the depreciation of plant and machinery is 
to keep a special “Plant Register,” m which a record is 
kept of each machine The whole of the plant and machinery 
should be spht up mto classes, so that only items with 
approximately equal workmg lives would be grouped 
together Full particulais should be entered in connexion 
with each machme, and a special column should be provided 
in which should be entered the cost The "scrap value” 
and the workmg hfe of each should be estimated and 
entered m the register, and a number of columns should 
be provided for the annual amounts written off for deprecia- 
tion, which, in the writer’s opimon, should be an equal 
amount each year, so that the cost less the "scrap value” 
IS written off over the estimated period of the assets’ 
workmg hfe upon the straight line system In the hght 
of actual experience, these estimates should be constantly 
revised, so that as far as possible accuracy is attained 
At the end of each financial period, summanes should be 
prepared from the registers showmg m totals, as regards 
each class of machinery, the openmg balance, the additions, 
the total depreciation wntten off, sales and the profits and 
losses thereon, and the closing balance The Plant and 
Machmery Accounts m the GeneralLedger should be adjusted 
to agree with such summaries Upon the sale of a machme, 
the amount reahzed should be credited in the register, and 
any debit balance wntten off as a loss upon sale 

The foregomg method may appear to be unduly com- 
phcated, but once the register has been wntten up, it will 
be necessary only to keep it up to date, and this will not 
entail a great amount of labour On the other hand, it 
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Will be possible to deal with the question of depreciation, 
which so vitally affects the accounts, with a degree of 
accuracy which otherwise is quite impossible , and, further, 
most valuable practical information as regards the vanous 
machines will be accumulated, which will be of very great 
assistance to the management 

Cost of Maintenance and Maintenance Reserves 

The cost of maintenance, such as repairs and renewals 
of parts, should be charged direct to revenue, and if these 
charges vary considerably from year to year, it is a 
good plan to create a Maintenance Reserve Account, so that 
the annual charge to revenue may not fluctuate To effect 
this, the average annual charge under this head over a long 
period of years should be arrived at, or, if such material 
IS not available, expert advice should be sought, and this 
average amount should be debited each year to Profit and 
Loss Account, and credited to the Maintenance Reserve 
Account As the repairs take place, the cost thereof 
should be charged direct to the Maintenance Reserve 
Account, and if the estimate has. been correct, the credit 
balance upon this account should be sufiicient to provide 
for these annual charges The credit balance upon the 
Maintenance Reserve Account should be earned forward 
as a separate item upon the Balance Sheet If this account 
shows a debit balance, this would mean that the annual 
provisions have not been sufiicient, and, theiefoie, such 
debit balance should be written off to Profit and Loss 
Account, and this question reconsidered, and the annual 
provision accordmgly mcreased It may be, however, 
that in the first few years, before the reserve has had time 
to accumulate, the actual charges may outweigh the 
credits, and, in such circumstances, if it is reasonably 
certam that the credits in the next few years will bring 
the account into credit, a debit balance imght be carried 
forward, but, m this case, this item would have to be 
separately stated and clearly described m the Balance 
Sheet However, as a general rule, and except m very 
exceptional circumstances, a debit balance should never be 
allowed to be carried forward upon a Mamtenance Reserve 
Account 
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Methods for Writing Off Depreciation 

The various methods used in practice for writing off 
depreciation are as follows — 

FIXED INSTALMENT OR STRAIGHT LINE SYS- 
TEM Under this system a fixed percentage, calculated upon 
the original cost price of the asset, is written off each year , 
for example, in the case of an asset costing fiooo, the 
working hfe of which is estimated to be ten years, ignoring 
the residual value, the depreciation charge each year would 
be 10 per cent on £xooo, that is £100 per annum Under 
this method it is necessary to make a separate calculation 
in respect of all additions, but if a Plant Register is kept, as 
suggested above, it can easily be adopted, and, in the 
opimon of the author, it is the most effective and accurate 
method of calculation in respect of mdustrial plant and 
equipment 

REDUCING INSTALMENT SYSTEM Under this sys- 
tem a fixed percentage is written off each year, calculated 
upon the reducing balance brought down upon the asset account 
That IS, if 10 per cent is^being written off an asset costing 
£1000, the depreciation wntten off in the first year wiU 
be 10 pel cent on £1000, that is, £100 , in the second year 
it will be 10 per cent on £goo == £go , and m the third 
year 10 per cent on £Sio = £81, and so on It will be 
seen that the amount written off becomes less each year, 
and the orthodox aigument is that, in the case of such 
assets as plant and machinery, tlus decreasing charge 
for depreciation is justified, as the cost of repairs wijl be 
increasing each year as the plant grows older, but, m the 
author’s opmion the question of repairs should be dealt 
with quite apart from depreciation, and fluctuations may 
be provided for by the creation of mamtenance reserves 
This method of writing off depreciation is the one most 
commonly used m this country in connexion with plant 
and machmery, as it is simple, and separate calculations 
do not have to be made m the case of additions, as such 
additions mcrease the balance upon the Plant Account, 
and the percentage is calculated upon this mcreased figure 

The great weakness of this system is that it takes a 
very long time to wnte an asset down to approximately 



DEPRECIATION, RESERVES AND SINKING FUNDS I33 

ml, unless a very high rate is used, m which latter case 
the burden upon the opemng years is excessive For ex- 
ample, if an asset costing £1000 is depreciated at 10 per 
cent under this system, at the end of forty years there wiU 
still be a balance of £14 upon the asset account, and to 
write £1000 off over a period of ten years, ignoring the 
residual value, the rate will have to exceed shghtly 25 per 
cent, but takmg 25 per cent the charge for depreciation at 
the end of the first year will be £250 , for the fourth year it 
will be £105 , for the sixth year, £60 , and the ninth year £25 
— so that it will be seen what an enormous charge is placed 
upon the first year or two, and how rapidly the charge in 
succeeding years reduces These facts are seldom appreci- 
ated when this system is adopted in practice, and the rate 
fixed is generally quite inadequate to write the asset down 
in a reasonable period In the author’s opimon this system 
is a thoroughly bad one and has resulted, in numerous cases, 
in totally inadequate provisions for depreciation When 
this system is adopted, an auditor should see that the rate 
per cent is sufficient to write the asset down durmg the 
period of its estimated workmg hfe 

The foregoing views are endoised m an aiticle in The 
Accountant (Vol XCVIII, page 652), which stated — 

In this country the prevalent reducing balance method may have 
served very well m the days when long-dated assets were the rule, but 
the current progressive change towards a shorter life of mdustnal plant 
has, m our opmion, revealed the grave weakness of the plan adopted by 
the Inland Revenue for wear and tear allowances and copied, largely by 
force of example, by the great ma] onty of Bntish undertakmgs We thinlc 
that accountants m this country can render no better service than to pomt 
out, whenever opportunity arises, the great advantages of abandomng 
the reducing balance plan m favour of its more scientific competitor 

The scientific competitor referred to above is, of course, the straight 
hne system 

DEPRECIATION FUND SYSTEM Under this system, 
during the period of the estimated life of the asset an 
equal amount is written off each year for depreciation. 
Profit and Loss Account being debited, and a Depreciation 
Fund Account being credited, at the same tune a similar 
amount of cash is withdrawn from the business, and should 
be invested m “gilt-edged" securities, cash being credited 
and an Investment Account debited The mcome yielded 
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by the investments as received is debited to cash and 
credited to the Depreciation Fund Account , at the same 
time this income should be re-invested, cash being credited, 
and the Investment Account debited After aU income 
received has been re-invested, the credit balance upon 
the Depreciation Fund Account will equal exactly the 
debit balance upon the Investment Account Under this 
system it will be seen that the amounts letamed for depre- 
ciation are withdrawn from the busmess, and thus at the 
end of the hfe of the asset the mvestments can be reahzed, 
and wiU produce a sum of cash immediately available 
towards the replacement of the expired asset The 
debit balance upon the old asset account wall be wontten 
off against the credit balance upon the Depreciation Fund 
Account This method is a sound one to adopt where 
it IS desired to make certam that the cash necessary 
for the purpose of replacement wall be available In 
practice it is not imcommon to find that the funds repre- 
senting depreciation provisions have become locked up 
m the general assets of the busmess, and, therefore, 
are not immediately available for the replacement of 
the asset at the end of its hfe For this reason, upon 
the grounds of financial policy, this system has much to 
recommend it 

INSURANCE POLICY SYSTEM Under the Depre- 
ciation Fund system there is always a nsk that the mvest- 
ments may not realize cost price, and that thus the exact 
sum reqiured may not be obtained, therefore, to obviate 
this, a policy is taken out with an msurance company under 
which the required sum to replace the asset is payable at 
the end of the period of the asset’s estimated life In this 
case, an amount equal to the amount of the annual premium 
IS debited to Profit and Loss Account each year and credited 
to a Depreciation Fund Account, and the premium, when 
paid, IS credited to cash and debited to a Policy Account 
At the end of the term, the amount received under the 
pohcy IS credited to the Pohcy Account, which account 
will show a credit balance which represents the mterest 
allowed by the msurance company This credit balance 
IS transferred to the credit of the Depreciation Fund 
Account, making the credit balance upon this account 
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exactly equal to the amount received undei the policy 
If the old asset is now of no value, the debit balance upon 
the old asset account will be written off agamst the credit 
balance upon the Depreciation Fund Account, and the 
proceeds of the pohcy are available for the replacement 
of the asset In the case of miscellaneous equipment, 
this system would not be suitable owmg to the constant 
replacements that have to be provided for This system 
can be utilized only in the case of assets with a known 
period of life such as a lease 

ANNUITY SYSTEM This system is sometimes adopted 
m cases where the amounts charged for depreciation are 
to be retained in the busmess, and it is wished to take 
into account interest upon the capital invested in the asset 
From tables a fixed amount to be written off for depre- 
ciation each year is ascertained, which sum, after takmg 
credit for interest at an agreed rate upon the reducing 
balance of the asset, will write the asset down to nil at 
the end of the period of its estimated hfe The annual 
charge for depreaation will be credited to the asset account 
and debited to Depreciation Account, whilst the mterest, 
calculated upon the reducing balance, wiU be debited to 
the asset account and credited to the Depreciation Account 
The amount written off for depreciation is the same each 
year, but the mterest taken credit for becomes less each 
year, and therefore, the annual net charge (that is, deprecia- 
tion, less interest) grows heavier each year The orthodox 
argument for this is that the amounts set aside each year 
for depreciation are adding to the available workmg capital 
of the business, and as the busmess will be usmg these sums 
and presumably be eammg mcome therewith, the question of 
mterest should be taken into account For example, m the 
case of a lease for a period of twenty years and costmg 
(say) £10,000, m the fitst year, capital to the amount of 
£10,000 IS locked up m t)u.s lease, but as the depreciation 
is provided each year, this capital is recouped, and, for 
instance, during the last year nearly £10,000 has been 
provided out of revenue — ^this amount formmg additional 
working capital, of which the busmess has the use m the 
meantime Therefore, the increasing charges for deprecia- 
tion, caused by the dmmushmg mterest taken into account 
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are compensated for by the earmngs of the accumulations 
of depreciation which aie mcreasing the working capital 
This system is seldom used in practice, and the only items 
to which it IS sometimes applied are leases, in which case 
the period of hfe is known exactly, and there is no ques- 
tion of additions Many authorities, however, contend 
that interest should not be taken into account in calculat- 
ing depieciation, and with tins view the author is in 
agreement 

BASIS OF USE One of the mam factois causing depre- 
ciation of eqmpment is use For example, m the case of 
motor vehicles it is the mileage run that is the prmcipal 
factor and not time Under this method of calculation the 
life of the motor vehicles would be estimated at so many 
thousand miles, and tins figure divided into the net cost 
would give the amount of the depreciation pei mile Each 
year depreciation would be written off, calculated at 
this rate on the number of miles run dunng the year In 
the case of other plant, the life can be estimated in pro- 
duction hours and depreciation calculated in the same 
way, based upon the productive hours worked during 
the year or period Many modern accountants strongly 
favour this method in the case of certam assets This 
system involves the keepmg of detail records of the use of 
each item of plant and, for this reason, is impracticable in 
many cases 

RE- VALUATION Under this system the assets are re- 
valued each year, and this is the most satisfactory method 
to adopt with such assets as loose tools, harness, hve 
stock, patents, copyrights, and other assets of this nature, 
because it is almost impossible to fix rates of depreciation 
that wiU work out accurately, since these assets are 
constantly changing, and their period of life is most 
uncertain Such valuations should be upon the "going 
concern” basis 

The Treatment of Depreciation in Accounts 

In this country the most common practice in the case of in- 
dustrial plant and equipment is to provide for depreciation 
by means of the reducing instalment system, although 
there is a growing swing over in favour of the straight 
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line method The amiual amounts written off are generally 
credited to the asset account and debited to Profit and Loss 
Account Under this method the asset appears each year 
in the Balance Sheet at the written down balance 

In America and on the Contment the common practice 
is each year to credit the annual provisions for depreciation 
to a Depreciation Reserve Account Durmg the lifetime 
of the asset, therefore, the annual provisions are accumu- 
lated in the Depreciation Reserve Account, and this account, 
therefore, at any time shows the total depreciation written 
off to date 

Under this method the assets appear in the Balance 
Sheet at the original cost and the balance on the Deprecia- 
tion Resei've Account is either shown on the left-hand side 
of the Balance Sheet as a separate item or shown in total 
as a deduction from the appropriate asset The writer prefers 
the latter method of presentation 

In the writer’s opimon this method results in a much 
clearer and more informative picture bemg presented than 
does the orthodox British method, as it shows the total 
depreciation provided up to the date of the Balance Sheet, 
and thus it can be seen at a glance what proportion of the 
original cost of the fixed assets has been provided for by 
means of depreciation 

Under this system when an item of plant is discarded 
the original cost less the proceeds of sale (if any) will be 
credited to the asset account and debited to the Depreciation 
Reserve Account, provided that the depreciation accumu- 
lated m respect of the particular umt covers this amount , 
if it does not the difference should be written off to Profit 
and Loss Account as the loss on the discarded asset and 
represents the insufficient depreciation provided for during 
the lifetime of the asset 

Are the Orthodox Methods Satisfactory ? 

In this chapter the writer has attempted to describe 
the orthodox methods adopted in this country for writmg 
off depreciation, but he is extremely doubtful whether it 
IS satisfactory that there should be so many alternative 
methods of calculation all of which give widely different 
results The wnter’s views upon this pomt are recorded in 
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the Proceedings of the International Congress of Accounting 
held in 1933, and may be summarized as follows 

In his opinion, it is most desirable that there should be 
uniformity of method, as costs are directly affected It is 
not uncommon to find that depreciation represents 100 per 
cent on direct labour This bemg so it wiU be reahzed how 
considerably individual costs may be affected by the 
method adopted for calculatmg depreciation If the various 
manufacture! s in an industry aU calculate their costs m 
different ways, giving Mudely vaiying results, the conse- 
quences may be and in many cases undoubtedly are most 
detrimental to the industry as a whole 

The common contention of the profession is that the 
selection of method depends upon ciicumstances, but the 
yuiter’s opinion is that this is merely an excuse for shirking 
the responsibihty of making up our minds American 
accountants have made up their minds m favour of the 
straight hne method, which is more or less universally 
adopted in that country It would seem to be most desir- 
able that we in this country should make up our mmds 
also The water would unhesitatmgly recommend that 
we should foUow the Amencan lead in this matter and 
adopt the straight hne method 

The foregomg are personal opinions and, therefore, for 
examination purposes students will be wise to make 
themselves famihar with the orthodox views upon this 
matter The writer’s opimons, which are shared by many 
accountants m this country, are explamed in the hope that 
they will stimulate thought upon a sub3ect that is of great 
importance to industry 

The Auditor’s Duties as Regards Depreciation 

As has already been pointed out, it is impossible for an 
auditor to estimate the workmg lives of the assets of a 
business, consequently, he cannot estimate the amounts 
that are necessary to provide for depreciation, but he 
should see that this subject has been properly considered, 
and that correct prmciples have been applied He should 
ascertam upon whose advice the amounts wntten off for 
depreciation have been fixed, that the workmg lives have 
been honestly estimated, and that the rates written off 
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are sufficient to reduce the particular assets to ml by the end 
of such periods If he finds that this question has been 
properly and thoroughly considered, he has no further 
concern, even though he may think it would be wise to 
write off larger amounts, for an auditor must appreciate 
that he has no expert or techmcal knowledge of such 
assets as plant and machinery, and that, therefore, he should 
accept the opimons and conclusions of those who have such 
knowledge But, on the other hand, should it be palpable 
that sufficient depreciation is not being provided for, or 
if he finds that this question has not been adequately and 
honestly considered, the rates and amounts having been 
fixed, either in a haphazard manner, or with a view to 
inflating the profits, then he should state definitely in his 
audit report that he is not satisfied that the provisions are 
sufficient However, before taking tlus course, he should 
discuss the whole question fully with the management, hear- 
ing their views, and la3mig his before them , if, thereafter, 
he IS still not satisfied, and the directors or partners refuse to 
alter the accounts, he should then report as stated above 

General Considerations of Reserves 

The word "reserve" has been used very loosely m 
connexion with accountmg, with the result that mis- 
conceptions have arisen with regard thereto m the imnd of 
the general public Even m the accountancy profession, 
there is some difference of opimon in connexion with this 
subject The reason for this is that the term "reserve" 
has been used in widely different senses, and to describe 
very diverse states of affairs, eg the term "reserve” is 
used in connexion with {a) provisions for outstandmg 
liabilities and contmgencies, (&) reductions in the valuation 
of assets such as book debts, mventories, etc , and (c) 
appropnations of available profits In the writer's opmion 
it would be extremely helpful if the profession could estabhsh 
an agreed termmology 

Reserves may be subdivided under the foUowmg 
headings — 

Specific Reserves Reserve Funds 

General Reserves Capital Reserves 

Sinking Funds Secret Reserves 
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and it IS proposed to consider briefly each of these sub- 
divisions 

Specific Reserves 

A specific reserve repiesents a sum charged against 
profits to provide for a loiown contingency, the exact 
amount of which, however, cannot be ascertained, and 
has, therefore, to be estimated, such as reserves for bad 
debts, discounts, depreciation, future repairs and renewals, 
disputed claims, etc For example, in the case of reserves 
for bad debts and depreciation, it is known that the assets 
are subject to loss in value under these heads, but the exact 
amount of such loss has to be estimated and provided for by 
means of specific reserves In these cases, the reserve should 
be charged to Profit and Loss Account, and deducted from 
the conesponding asset m the Balance Sheet In the case 
of specific reserves for accruing repairs and renewals, 
and for disputed claims, it is known that a liability will 
arise, but the exact amount theieof cannot be ascertained, 
and again, therefore, the amount has to be estimated and 
debited to Profit and Loss Account In this latter case the 
amount provided will appear upon the left-hand side of the 
Balance Sheet, and is m effect merely a provision for a 
liability that has had to be estimated 

Specific reserves are a charge against revenue, and must 
be provided for whether the Profit and Loss Account 
shows a profit or a loss In fact, if a loss, it is most important 
that ample piovision should be made under these heads, 
m ordei that it may be seen exactly to what extent the 
capital of the concern has been depleted 

In the above cucumstances, it is thought that the term 
“reserve” has been badly used, and it would be better to 
use some other term, such as “provision” , but if the word 
“reserve” is used, it should always be followed with 
explanatory words, such as “for bad debts,” “in respect 
of disputed claims,” so that the exact circumstances may 
be clearly appreciated 

General Reserves 

A general reserve represents sums set aside out of profits, 
to provide against unknown future contingencies, to 
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increase the working capital, to equalize dividends, or 
merely to strengthen the financial position of the con- 
cern A general reserve pre-supposes a profit and is an 
appYopnaUon of profits In other words, a general reserve 
represents profits retained in the busmess, which are 
ear-marked for any of the above purposes, and, in fact, 
these reserves might well be described in the Balance Sheet 
as “undivided profits” A true profit must be repre 
sented by a corresponding surplus of assets over capital 
and liabilities, and, therefore, as a general reserve is created 
by retaimng part of such profits, it must, m its turn, be 
represented by a corresponding surplus of assets In 
fact, it IS of the essence of a general reserve that it should 
consist of such a surplus of assets The credit balance upon 
the General Reserve Accoimt, which appears upon the 
left-hand side of the Balance Sheet, represents merely the 
gauge which measures the amount of the surplus of 
assets that are withheld from distnbution to the pro- 
prietors of the business The continued existence of the 
reserve is absolutely dependent upon the contmued exist- 
ence of the corresponding surplus of assets, so that if, ^ 
for example, in the succeedmg year the business makes 
a loss m trading, equal to or exceeding the amount of the 
general reserve set aside out of the previous year’s profits, 
then such reserve has automatically disappeared, as the 
surplus of assets has disappeared by reason of the sub- 
sequent loss In these circumstances, therefore, the credit 
balance upon the General Reserve Account should be 
wntten off against the debit balance upon the Profit and 
Loss Account 

As a general reseive represents a surplus of assets over 
capital and habihties, it will be appreciated that its 
existence depends upon the valuation of the assets, for if the 
assets have been over-valued, as for example by insufficient 
provisions for bad debts and depreciation, then to the 
extent of such over-valuation of assets the surplus is 
non-existent In the same way, the over-valuation of 
other assets has the effect of inflating the general reserves, 
and, to the -extent of the excess, the reserve shown upon 
the Balance Sheet will be absolutely fictitious, and non- 
existent 


l-(B 1334) 
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Reserve Funds 

A reserve fund is the same as a general reserve, except 
that the surplus of assets representing the reserve is invested 
outside the business These investments should be “gilt- 
edged” securities This defimtion is not accepted by all 
the authorities, but it is suggested that the use of the 
word “fund” conveys to the general public that there is 
a distinct fund representing the leserve, that can be con- 
verted into cash whenever required 

A leserve fund is* created by debiting Profit and Loss 
Account, and creditmg a Reserve Fund Account, and at 
the same time an equal amount of cash is withdrawn and 
mvested These Investments should be separately stated 
m the Balance Sheet, and should be described as being 
held on account of the reserve fund 

Capital Reserves 

These represent reserves cieated out of surpluses of a 
capital nature, such as a surplus upon a revaluation of 
fixed assets, a premium on an issue of share capital, 
realized capital profits, etc 

In the case of a surplus upon a revaluation of fixed 
assets, the auditor should see that this is supported by 
a hona fide valuation by an outside valuer Such a Capita 
Reserve could be used only for capital purposes and in no 
case to absorb revenue losses or charges 

Such a reserve should be shown separately m the Balance 
Sheet and be described as a “ Capital Reserve ” 

Investment of Surplus of Assets Representing 
General Reserve 

Discussion has taken place from time to time as to 
whether the surplus of assets representmg a general reserve 
should be invariably invested outside the business, but this 
IS a matter of financial pohcy which is entirely m the hands 
of the propnetors of the concern If the object with which 
the reserve has been created is to provide additional 
workmg capital, for which very good use can be found in the 
business, then obviously the surplus of assets must be left 
in the business In many cases this is a very wise course 
to adopt, as additional capital becomes available with 
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which to extend the business, and upon which no interest 
IS payable In fact, most large and successful concerns 
have been built up from small beginnings by withholding 
profits, and thus providmg the additional capital which, 
of necessity, is required by an increasing and expandmg 
busmess Therefore, it will be seen that this is a question 
with which an auditor has no concern, and that account- 
ants cannot dictate the use that the propnetors of a business 
shall make of the funds of their business 

On the other hand, if a reserve is created with a view 
to providmg the funds with which to meet unknown 
contingencies and liabihties that may suddenly arise in 
the future, then it is wise to invest the surplus outside 
the business, so that it may be in a form that is rea dil y 
realizable mto cash Otherwise, the surplus assets will 
be used as additional working capital, and when the 
emergency arises, it may be found that these funds are 
locked up in such assets as stock, book debts, or plant and 
machinery, which cannot be immediately converted mto cash 
without seriously disturbing the operations of the business 
In order to draw a distmction between these two positions 
which theoretically are the same, but which from a practical 
point of view are different, it is suggested that where the 
surplus assets representing a reserve are left m the busmess, 
the term “general reserve” should be used, but where 
the surplus is invested outside the business, the term 
“reserve fund” should be adopted 
The mvestment of a surplus representmg a reserve 
outside the business does not and cannot fix the existence 
of such reserve, which is absolutely dependent upon the 
continued existence of a surplus of the whole of the assets 
(mcluding the ear-marked investments) over the capital 
and liabilities, if, subsequently, losses are incurred, the 
surplus is thereby automatically reduced, and, therefore, 
the reserve to this extent is also reduced, even though the 
investments may be stiU in existence If a loss equal to 
the amount of the reserve fund is incurred, the reserve 
disappears entirely, and the credit balance thereon should 
be written off agamst the loss, the investments are then 
part of the general assets of the concern, and are required 
to provide for the habihties and capital It is absolutely 
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impossible permanently to fix the amount of a surplus, 
which must of necessity increase or decrease from time 
to time, accordmg to the fortunes of the concern 

Sinking Funds 

A sinking fund is very similar to a reserve fund, except 
that it IS created for the defimte purpose of redeeming a 
hability Profits are appropriated and credited to a Sin kin g 
Fund Account, and at the same time corresponding amounts 
are invested outside the business The income earned by 
the investments should be credited to the Sinlang Fund 
Account and re-invested The term "sinking fund” is 
also sometimes used where provision is made for the replace- 
ment of a wasting asset, but, m these circumstances, 
"depreciation fund” is a better term A depreciation fund, 
as has already been described in the earlier part of this 
chapter, is created in an exactly similar manner 

In the case of a sinlang fund created to redeem a liability, 
the periodical debits to Profit and Loss Account repiesent 
appropriations of profits, and, after the liabihty has been 
paid off, a credit balance is left upon the Smking Fund 
Account, ivluch then represents a general reserve accumu- 
lated out of divisible profits For example, suppose the 
case of a company havmg a debenture debt of ;^io,ooo, 
repayable at the end of ten years, and it is decided to 
provide for the repayment of the debt by means of a smking 
fund At the commencement of the period the Balance 
Sheet would be as follows — 

(i) BALANCE SHEET 
£ 

Capital T 5 000 

Debentures lo ooo 

At the end of the period, and before the repayment of 
the debentures, the Balance Sheet will be as follows — 

Capital 
Debentures 
Sinking Fund 
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If now the sinking fund investments realize their cost 
exactly, the ;^io,ooo produced will be used to pay off the 
debentures, and the Balance Sheet will be as follows — 

(3) BALANCE SHEET 

£ £ 
Capital 15 000 Assets 25 000 

General Reserve 10,000 

£25 OOP £25 000 

The above should be compared with Balance Sheet 
No I, when it will be seen that the positions are identical, 
except that the habdity to outside debenture holders has 
been replaced by the general reserve, which represents 
undiawn profits If no sinking fund had been created, 
when the debentures became due, the company would 
have had to re-borrow money or sell part of its general 
assets, mstead of which it has voluntarily held back 
profits, and in this way has accumulated the necessary 
funds with which to pay off the habihty Ongmally, the 
shareholders had £i$,ooo only invested in the business, 
but now they have £25,000 invested, the fuither £10,000 
representing divisible profits that have been left in the 
busmess, and which have been used to pay off a capital 
liability 

A depieciation fund created to replace a wasting asset 
is built up in the same way, but, upon completion, the 
debit balance upon the account of the old and now expued 
asset is wiitten off against the credit balance upon the 
Depreciation Fund Account, which latter account thus 
disappears, and the mvestments provide the cash with 
which to purchase the new asset In this case, the annual 
debits to Profit and Loss Account are a charge agamst 
profits, as they represent the provision for the depreciation 
of the wasting asset 
Capitalization of General Reserves 

In the case of compames, if substantial general reserves 
have been accumulated, it is common for such reserves 
to be capitalized by the issue to the shareholders of bonus 
shares fully paid up 

The accumulation of a general reserve has mcreased 
the workmg capital of the company and, therefore, its 
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earning capacity If m this way profits aie substantially 
increased the dividends declared may be at a high rate 
per cent The high rate of the dividends may result in 
dissatisfaction of customers, employees, suppliers, etc For 
example, the origmal share capital of a company might be 
£50,000 and it might have accumulated £30,000 on General 
Reserve Account In that case the tiue capital employed 
IS £80,000, and not £50,000, upon which the rate of the 
dividend is calculated If, therefore, the £30,000 were 
capitahzed by the issue of bonus shares the share capital 
would be £80,000, which would be in Ime with the true 
capital employed, and the rate per cent of the dividend 
would be substantially 1 educed, although the total dis- 
tribution to the shareholders would be the same 

There must be powei in the Articles of Association to 
issue bonus shaies, if not the Articles will require to be 
alteied by special lesolution 

The auditor wiU require to see that all of the legal re- 
qmrements have been complied with and he must inspect 
the imnutes recording the necessary resolutions of the 
directors and shareholders 

Secret Reserves 

A secret reserve is a leseive that is not disclosed m the 
Balance Sheet, so that the financial position is, in fact, 
better than appears from the Balance Sheet Secret reserves 
are created for the purpose of equahzmg dividends, or to 
provide a fund out of which heavy losses can be met, 
without disclosing the fact to the shareholders and general 
pubhc , also, in some cases, to avoid disclosing information 
to trade rivals 

Secret reserves are created by writmg down assets, such 
as stock, book debts, plant and machinery, and premises, 
below their true value, by making excessive provisions for 
outstanding liabihties, and by chargmg capital items, such 
as additions to plant 4 nd machmery, to Profit and Loss 
Account 

The Auditor’s Position as Regards Reserves 

In the case of specific reserves, the auditor must inquire 
into these most carefully, with a view to satisfymg himself 
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that the provisions made are sufficient His duties as regards 
these reserves, such as bad debts, depreciation, and out- 
standing claims, have been discussed already 
The auditor is not concerned with the creation of general 
reserves, except that he must see that the accounts have 
been properly taken, and do show.a bona fide surplus, and 
that the reserves are clearly and properly stated m the 
Balance Sheet If the reseives are fictitious, owing, for 
example, to the over-valuation of stock, or the insufficient 
provision for depreciation and bad debts, then the auditor 
must deal with the whole question in his audit report 
If the accounts are in order and disclose profits, an auditor 
cannot insist upon the creation of general reserves, as that^ 
is a matter entirely outside his province, except m the 
case of a company when the Articles of Association speciall}^ 
pi o vide for the creation of such reserves, however, im 
practice, auditors are often asked to advise as regards 
these matteis Again, an auditor cannot insist upon the 
surplus assets representing a general reserve being invested 
outside the business, his duty bemg confined to seeing 
that the true position of affairs is disclosed in the accounts 
In the same way, he cannot demand that a sinking fund 
be created to redeem a liability, such as debentures, except 
in the case of a company, when it is so provided m the 
Articles of Association, or the terms of issue 

The auditoTs position with reference to secret reserves is 
one of considerable difficulty The most recent case deahng 
with this matter is the Royal Mail Steam Packet case, 
which IS dealt with fully m Chapter XII, and every accoun- 
tant and student is recommended to study the whole of this 
case closely, as the questions mvolved are of the utmost 
importance to the profession As a whole, the piofession 
has not made up its mind upon this subject, but it is of 
vital importance that it should do so, and in practice 
accountants should not act upon the technical rules, but 
upon the spint As to this there is no question but that 
in recent years practices which have been accepted in the 
past are being challenged, and public opimon is defimtely 
demanding more informative accounts Theoretically, there 
can be no question that secret reserves cannot be justified, 
and it may be said that in such circumstances the auditor 
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cannot report that the Balance Sheet shows a true and 
correct view of the state of affairs of the concern But in 
the case of large public companies, especially in the case 
of banks, these reserves are common and m practice 
auditors commonly do not refei to such seciet reserves in 
their audit reports 

In the case of partnerships, seciet reserves are not 
common, and, if in existence, all the partners should be 
made aware of the fact In the case of private compames, 
where the number of shaieholders is small, and the accounts 
are not m the hands of the pubhc, it is difficult to justify 
the existence of secret reserves In such circumstances, all 
the shareholders are entitled to see the full position of 
affairs, and, therefore, if secret reseives, to any material 
extent, have been created by the directors, it is advisable 
that the auditor should make this fact clear in his audit 
report But it is commonly contended that the circum- 
stances with large public compames are entirely different, 
for the accounts are published and aie thus available for 
the general pubhc, the customers, creditors, and com- 
petitors of the company, as well as the shareholders, and, 
therefore, it is a matter of very gieat importance to consider 
the effect that information disclosed in the accounts 
may have upon the concern Such compames, therefore, 
often create these seciet reserves so that they may be able 
to meet emergencies and heavy losses without ^sclosing 
to the whole world that they have met with such reverses 
This, it IS argued, is in the mterests of the shareholders 
as a body, as in this way the public credit of the concern 
IS maintained Many aie of opimon that this need for 
secrecy is greatly exaggerated, and that in view of the 
growmg public demand for informative accounts, m the 
great majority of cases, the wise course would be to disclose 
all such reserves m the Balance Sheet 

Secret reserves can be used by unscrupulous directors 
for most improper purposes, for example to cover up losses 
upon ultra mres transactions, for the purpose of private 
speculation m the shares of the company, for the market 
value of its shares may be mfluenced by makmg the results 
shown by the accounts fluctuate improperly by the mani- 
pulation of secret reserves created in the past or to conceal 
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from the shareholders the fact that profits are fluctuating 
greatly or declining In all cases where secret reserves 
exist it IS of the utmost importance that the auditor should 
inquire into the whole of the circumstances with a view to 
ascertaining exactly what reserves have been, and the 
purpose for which they have been, created, and he must 
carefully review the whole of the circumstances of the case 
If he is satisfied that such reserves are necessary in the 
interests of the company he may decide to pass the matter 
without reference in his report, but he must appreciate the 
responsibilities of this decision 

In such circumstances some auditors make a general state- 
ment in their report , for example, that the value of certain 
assets IS understated, thereby disclosmg the fact that there 
is a secret reserve, the amount of which is not shown 
Such a statement in the auditors’ report is not very helpful 
to the shareholders except to the extent that it enables 
them to press for information, if they so desire If, however, 
the auditor is not absolutely satisfied as to the bona fides 
of these transactions, he should, without fail, deal with 
the matter fully in his report to the shareholders and 
even though he is satisfied as to the bona fides of these 
transactions, if he does not approve of the creation of such 
reserves, he is fully empowered and entitled to deal with 
the matter in his report, should the directors refuse to alter 
the accounts 

If secret leserves, created in past years, are drawn 
upon to bolster up the current year’s earmngs, then, 
if the amount is substantial, the writer is firmly of 
opimon that the auditor should msist upon tins fact being 
disclosed to the shareholders Otherwise the shareholders 
would be piesented with a misleading view of the normal 
earmngs of the particular year For the same reasons 
the writer’s view is that all amounts diawn fiom past 
reserves, windfalls and non-recurnng items, if credited 
to Profit and Loss Account, should be shown under a 
separate heading, so that the proprietors of the business 
may obtam a clear view of the normal earmngs for the 
period 

Upon exactly the same reasonmg, if abnormal and non- 
recurrmg losses or charges have been incuiied during the 



THE PRINCIPLES OF AUDITING 


150 

year, any such items should, in the writer’s opimon, be 
separately stated in the Piofit and Loss Account in order 
that a clear view may be obtained of the normal earnings 
for the period 

The policy of creating secret reserves is a very debatable 
one In the past, management in this country was greatly 
m favoui of the creation of such reserves, and there is no 
doubt that this secrecy complex still exists It is very 
questionable whether this policy is a wise one, and it is 
difficult to undei stand what real damage a company could 
suffer by disclosmg increased financial strength A consider- 
able movement has developed in recent years demandmg 
fuller information as to commercial and industrial finances, 
the interested parties being the shareholders, laboui, the 
consumer and the State, and, in the opimon of many, the 
wise policy for the future would be to discard secrecy and 
adopt the principle of full and open accounting The 
attitude of auditors as regards secret reserves has been 
challenged, the whole subject, therefore, is one which 
merits serious consideration, and it would seem wise that 
the profession should strive towaids greater uniformity of 
practice than exists at the present time 

The most helpful contribution to the discussion of this 
most important problem is contamed in a paper entitled 
"Some Observations on Company Balance Sheets," by 
Lord Plender {J'he Accountant, Vol LXXXVI, page 212), 
and m which Lord Plender stated — 

Inner or secret reserves and their propriety — ^if not legahty — ^have 
recently been the subject of judicial comment Such reserves may exist, 
for example, in the excessive writing down of the book values of assets, 
of under-valuation of investments, or m piovisions for contingencies the 
amount of which is not specifically set out on the Balance Sheet In my ] 
opinion directors should be entitled, in the mterests of a company and its 
shareholdeis, to make reasonable provisions for contmgencies and should j 
be allowed discretion in so domg without necessarily bemg required to 
disclose the amount of the provisions in the Balance Sheet Many share- ‘ 
holders have good reason at the present time to appreciate the wisdom 
of such a pohcy where it has been adopted, and others to regret the absence 
of inner resetves The reserve for contingencies is generally mduded m an 
omnibus item on the habilities’ side of the Balance Sheet (such as " Cred- 
itors indudmg provision for contmgencies''), and m my view it is 
necessary that its existence should be mdicated by suitable wordmg 1 
The use of such reseives in rehef of losses or by way of supplement to I 
profits should, I think, be indicated to the shareholders, and except in 
comparatively rare cases the amount so used should be stated The ongm 
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and utilization of undisclosed reserves covers such a wide field of circum- 
stances that it is not possible to dogmatize on the question, and a decision 
as to the light course to pursue can only be arrived at after a full con- 
sideration of the facts m each individuai case 

In the case of banks, the fact that they have substantial 
secret reserves is weU known A bank is in a special situa- 
tion, as the maintenance of its credit is vital to the exis- 
tence of the bank The justification of secret reserves m 
their case is much stronger than in the case of the ordinary 
commercial company 



CHAPTER VIII 


SECTIONS OF THE COMPANIES ACT, I929, PARTICULARLY 
AFFECTING AUDITORS 

It is necessaiy that an auditor should be famihar with 
the greater part of the provisions of the Companies Act, 
1929, but m the space available it is only possible to deal 
briefly with those sections of the Act that are of particular 
importance from an auditor’s point of view 

Several important changes in the law were introduced 
by the Companies Act, 1928, particularly as regards the 
accounts of compames The Compames Act, 1929, con- 
solidates all previous Acts and, therefore, incorporates the 
Act of 1928 

Keeping of Books of Account 
Section 122 provides that every company shall keep 
proper books of account, in which shall be recorded par- 
ticulars of an sums of money received and expended by 
the company, all sales and purchases of goods, and par- 
ticulars of the assets and habilities The books of account 
must be kept at the registered office of the company or at 
such other place as the directors thmk fit, and shall at all 
times be open to inspectwn by the directors Failure by 
the directors to comply with the provisions of this section 
may be pumshable by imprisonment for a term not exceed- 
ing six months ‘or to a fine not exceedmg £200 

Profit and Loss Account 

Section 123 provides that the directors of every company 
must lay befoie the company in general meeting once in 
every calendar year a Profit and Loss Account, or, in the 
case of non-tradmg compames, an Income and Expenditure 
Account, and this account is to be made up to a date not 
more than mne months, or, in the case of a company 
carrying on busmess or having interests abroad, not more 
than twelve months before the date of the meeting In 
the case of a new company, the Profit and Loss Account 
must be made up to a date not later than eighteen months 
152 
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after the incorporation of the company Although the 
section provides that the Proht and Loss Account shall 
be submitted, no particulars are given as to the form of 
the account The object of the section undoubtedly is that 
the shareholders shall be given particulars as to the trading 
transactions for the period under review Owing, however, 
to the terms of the section, it is possible, and not uncom- 
mon, for compames to prepare the pubhshed Profit and 
Loss Account m a very condensed form, which affords very 
httle information 

The Royal Mail Steam Packet Co case was the first one 
to raise the important question of the auditor’s respon- 
sibihties as regards the Profit and Loss Account In 
consequence of this case also considerable attention has 
been directed towards consideration of the form of pre- 
sentation of the pubhshed Profit and Loss Accounts of 
compames In order that shareholders may be enabled to 
obtain a fair view of the financial condition of the company 
jn winch they are interested, the Profit and Loss Account 
IS all impoitant, as it is only by this means that the earmng 
capacity of their investment can be gauged The true 
value of the assets of a business — with certain exceptions — 
is dependent upon their capacity to earn profits 

In a lecture {The Accountant, 13th February, 1932, Vol 
LXXXVI, page 205), which every accountant should 
study. Lord Plender stated — 

As regards the Profit and Loss Account, it may be foimd that m, a 
number of mstances the mformation given m this account, however 
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shareholders, or the amount of detailed mformation which it should con- 
tain This absence of definition is not to be condemned as it would be 
difficult, if not impossible, to legislate m a maniter which covered fairly 
and adequately the majority of the cases — ^widely differing from each other 
— ^which are encountered m practice There can be no exception to general 
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legislative requirements unless provided for specifically, and therein he 
very considerable difiSculties The general practice among pubhc com- 
panies — and I am thinkmg in particular of those owning mdustrial under- 
takings — ^is to submit the Profit and Loss Account m an abbreviated form 
Most frequently reasons of pohcy m the best mterests of the shareholders 
themselves dictate this procedure But I am bound to observe that one 
does, m practice, meet with cases where prima facie, considerably more 
mformation could quite well be afforded without the company’s mterests 
suiiermg m any way These cases are few m proportion to the whole but 
they are not so few as to be neghgible 

A recent case m the Courts connected with the Royal Mail Steam 
Packet Co has given rise to the question of the form generally of Profit 
and Loss Accounts The facts, as disclosed, were exceptional, particularly 
m regard to the degree and extent of items mcluded m the Profit and Loss 
Account of a particular year which were not connected with the year’s 
normal operatmg results The shareholders could not see from the 
accounts what were the true working results each year of the busmess 
which the company was formed to carry on Extraneous and special 
credits were brought m of large amoimt which gave an appearance of 
considerable profits bemg earned which might be regarded as normal 
The facts brought out dispelled this conclusion I am not referrmg to 
the legal aspect of the case, but to the impression conveyed to the 
ordinary mmd 

That case centred around a question of prmciple, le whether the 
annual Profit and Loss Account was nusleadmg by mcludmg as part of 
the year’s results, without sufficient or clear mdication, abnormal credits 
not relating to the year m question Apart from this particular matter, 
the question of the form of the Profit and Loss Account was not m issue 

I have read suggestions as to a "lead” bemg given for the improvement 
of the Profit and Loss Account , by that is meant, I suppose, more mform- 
ation m cases where there is a paucity of mformation I am entirely m 
favour of Profit and Loss Accounts bemg more informative m many 
mstances, and suggestions are often made by auditors to directors to be 
more commumcative But as the accounts are the accounts of the direc- 
tors, an auditor cannot go beyond suggestions, if he is satisfied that the 
accounts submitted to the shareholders— that is the Balance Sheet and 
the Profit and Loss Account — are not misleadmg, but m fact give a fair 
picture of the position, based, of course, on sound accounting principles 
If certam shareholders desire to have more mformative accounts they 
should represent them views to the directors, and the chan man at the 
annual general meetmg wiH deal with the question, and if he is supported 
by the majority of shareholders present m withholdmg mformation which 
he thinks it is not in the company’s best mterests to disclose, piatters 
must remam as they are 

Lord Plender concluded by saying — 

Whilst I feel, for the reasons given, that a stereotyped form of Profit 
and Loss Account is not practicable, I thmk that m the preparation of all 
Profit and Loss Accounts certam general prmciples should be followed m 
order to ensure as far as possible that the net results famly attnbutable 
to the year’s operations^upon a basis comparable year by year should be 
shown, and that extraneous and abnormal items should be stated 
separately 
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Mr H Morgan, formerly President of the Society of 
Incorporated Accountants and Auditors, also deahng 
with this subject in a speech {The Accountant, 5th March, 
1932, Vol LXXXVI, page 303), stated — 

In so far as our own profession is concerned, there seems to be a con- 
siderable diversity of opinion as to the amount of information which 
should be disclosed in the pubhshed accounts and the prmciples that 
should be observed in their preparation 

In the author’s opimon, it is desirable that the profession 
should make up its imnd upon these points Mr Morgan 
expressed the view that the form in which the Piofit 
and Loss Accounts of many compames are presented is open 
to severe criticism, and he stated that in his opmion amend- 
ing legislation was urgently necessary 

In order to obtam a clear view as to the affairs of any 
concern it is necessary to study both its Balance Sheet and 
Profit and Loss Account It was no doubt for this reason 
that the Compames Act, 1929, provided for the pubhcation 
of the Profit and Loss Accounts, but owmg to the fact that 
the section did not define what mformation should be 
disclosed, in many cases the information given is practically 
only that which would be disclosed in an Appropriation 
Account In these cases, undoubtedly, the spmt of the 
section IS not bemg carried out 

In the writer’s opimon, the Act should be amended 
with a view, if possible, to laying down the prmciples 
upon which the Profit and Loss Account as submitted to 
the shareholders should be prepared In the meantime the 
influence of accountants should be directed towards the dis- 
closure of a reasonable amount of information in this account 

Remuneration of Directors 

Section 128 (i) provides that the total of the amounts 
paid to the directors as remuneration for their services, 
inclusive of all fees, percentages, or other emoluments paid 
to or receivable by them from the company, or from any 
subsidiary company, shall be shown separately in the 
accounts The provisions pf this section, however, do not 
apply to a managmg director of a company — ^see Section 
128 (3) In the case of other duectors who hold any salaried 
employment or office m the company, all that it is necessary 
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to disclose IS the amount paid to them by way of directors’ 
fees If these particulars are not disclosed, then it will be 
the duty of the auditors of the company to mclude this 
mformation m their report on the Balance Sheet 

It will be observed from the foregoing that the amount 
to be disclosed covers directors’ fees only, and not salaries 
or emoluments paid to directors who hold salaried offices 
in the company 

In this connexion. Section 148 provides that on receipt 
of a demand in writing by membeis of the company holding 
not less than one quarter of the aggregate number of votes, 
the directors must furmsh to all members of the company a 
statement, certified by the auditors of the company, show- 
ing for the last three years the aggregate amount received 
in each yeai by way of remuneration or other emoluments 
by persons bemg directors of the company This statement 
must include emoluments received by directors holding 
salaried offices The aggregate amount only need be stated, 
and not the amount received by individud directors The 
total must also include the fees and emoluments received 
by directors fiom subsidiary compames, and from other 
compames on the boards of which they have been nomin- 
ated There shall be included in the aggregate any sums 
paid by way of mcome tax or sur-tax on behalf of directors 
in respect of their remuneiation or emoluments 

Balance Sheet 

Section 123 requires that the directors shall lay before 
the company in general meeting a Balance Sheet once 
m every calendar year, made up to the date to which 
the Profit and Loss Account, or Income and Expenditure 
Account, IS made up, and there shall be attached to every 
such Balance Sheet a report by the directors in respect of ' 
the state of the company’s affans, and then recommenda- 
tions as regards dividend and transfers to reserve accounts 
Failure by a director to comply with the provision of 
this section mvolves a habihty to unpnsonment for a term 
hot exceeding six months, or to a fine not exceeding £200 

Every Balance Sheet of a company shall contain a summary of the 
authorized share capital and of the issued share capital of the company, 
its habilities and its assets, together with such particulars as are necessary 
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to disclose the general nature of the habihties and the assets of the 
company and to distmgmsh between the amounts respectively of the fixed 
assets and of the floatmg assets, and shall state how the values of the 
fixed assets have been arnved at (Section 124 (i) ) 

The following items must be shown separately m the 
Balance Sheet so far as they have not been written off— 

(a) Prehminaiy expenses 

(b) Expenses in connexion with an issue of share capital 
or debentuies 

(c) Goodwill and patents and trade-marks 

From the wording of Section 124 (2) (c), it is not clear 
whether goodwill, patents, and trade-marks may form one 
item m the Balance Sheet or whether (a) goodwill and 
{b) patents and trade-marks must be shown as two separate 
items 

If any habihty is secured on the assets of the company, 
then this fact must be stated in the Balance Sheet, although 
it IS not necessary to specify the assets upon which the 
hability is secured 

Loans to directors or ofi&cers of a company must be 
shown separately m the Balance Sheet, not only the amount 
owing at the date of the Balance Sheet, but the amount 
that has been advanced and repaid dunng the period of 
the account It is not necessary in the Balance Sheet to 
state the names of the individual directors or officers 
to whom loans have been made and the mdividual amounts, 
but only the total of all such advances These provisions 
do not apply to a loan made by the company to an employee 
if the loan does not exceed ^2000 and is certified by the 
directors of the company to have been made in accordance 
with any practice adopted, or about to be adopted, by the 
company m respect to loans to employees 
If the loans to directors and officers of the company are 
not disclosed in the Balance Sheet, then it is the duty of 
the auditors to include this information m their report on 
the Balance Sheet 

In cases where, in accordance with any scheme, a com- 
pany advances money for the purchase by trustees of fully 
paid shaies in a company, to be held by, or for, the benefit 
of the employees of the company, including any directors 
holding sdaried employment or office, or the company 
la -HB 1534) 
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makes loans to employees other than directors with a view 
to enablmg such persons to purchase fully paid shares in 
the company, then the aggregate amount of any such out- 
standing loans must be shown separately m the Balance 
Sheet (Section 45 (2) ) 

In the case of holding compames, Section 125 provides 
that where the assets of the company include shares in or 
amounts owing by subsidiaries, then the aggregate amount 
of these assets, distinguishing between shares and amounts 
owing, shall be shown separately from aU other assets 
The amounts owmg by subsidiary compames include loans 
and current accounts, etc Furthermore, where the holding 
company is indebted to subsidiary compames, whether 
on account of loans 01 otherwise, then the aggregate amount 
of such indebtedness must be shown in the Balance Sheet 
separately from all othei liabilities 

In the case of a holding company, Section 126 provides 
that there shall be annexed to the Balance Sheet a state- 
ment signed by the directors who have signed the Balance 
Sheet, stating how the aggiegate piofits and losses of the 
subsidiary compames have been dealt with in the accounts 
of the holding company, and how the losses of subsidiary 
compames have been dealt with, both in the accounts of 
the subsidiary compames and in the accounts of the holding 
company. It is not necessary to specify m this statement 
the actual amount of the profits or losses of any subsidiary 
company, or to specify the actual amount of the provisions, 
if any, which have been made m the accounts of the holding 
company The auditor is in no way responsible for this 
note, the responsibility for which rests solely upon the di- 
rectors This note is commonly placed upon the pubhshed 
Profit and Loss Account, which seems to be the moie appro- 
pnate place for it 

The object of these provisions is to make it cleai as to 
whether the holdmg company's proportion of any losses 
incurred by subsidiary compames has been provided for in 
the holding company’s accounts, and, on the other hand, 
in the case of subsidiaries that are making profits, whether 
the holdmg company’s proportion of the whole of such 
profits has been taken credit for or only the dividends 
declared by such subsidiary compames In this latter case 
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it means that the undistributed profits of subsidiary com- 
pames are not taken credit for by the holdmg company, and 
from the pomt of view of the holding company, therefore, 
such undistributed pi ofits represent, in effect, a secret reserve 
A most important point ansmg in connexion with the 
audit of the accounts of a holding company is as to whether 
the auditor should report to the shareholders if, in his 
opimon, the methods adopted by the holding company, 
as regards the treatment of the profits and losses of sub- 
sidiary compames, are unsound Section 126 merely 
piovides that the methods adopted shall be made clear 
in the statement annexed to the Balance Sheet, but as this 
does not disclose the effects of those methods upon the 
results shown by the holdmg company’s accounts the 
effect may be to give a misleading view of the position 
of affaiis No settled prmciples have yet been adopted 
by the profession, but in the author’s opimon the test 
should be as to whether the result is to give a misleadmg 
picture , if so an auditor would be ill-advised not to make 
the position clear in his leport The mam factois ansmg 
m connexion with this problem are dealt with m Chapters 
XIII and XIV 

If m the case of any subsidiary company the auditor’s 
report on the Balance Sheet of the company is qualified, 
then m the statement annexed to the holdmg company’s 
Balance Sheet there shall be included particulars of the 
quahfication m the report of the auditors of the subsidiary 
company 

Section 127 of the Act defines a subsidiary company as 
one in which the holdmg company holds " moie than 50 p 6 r 
cent of the issued share capital of that other company or 
more than 50 per cent of the voting power in that 
other company,” or when the holdmg company has the 
power “directly or mduectly to appoint the majonty of 
the directors of that other company ” 

Every Balance Sheet of a company shah be signed on behalf of the 
board by two of the directors of the company, or, if there is oriy one 
director by that director, and the auditor’s report shall be attached to the 
Balance’ s 4 et, and the report shall be read before the company m general 
meetmg and shall be open to inspection by any member (Section 129 (i) ) 

In the case of all compames, except private companies, 
a copy 6f every Balance Sheet, and the auditoi’s report. 
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must be seni: to all persons entitled to receive notices of 
general meetmgs, not less than seven days before the date 
of the meeting Any member of the company, whether he 
IS, or is not, entitled to have sent to him copies of the 
company’s Balance Sheet, and any debenture holder of the 
company, is entitled to be furnished on demand, without 
charge, with a copy of the last Balance Sheet of the com- 
pany and the auditor’s report 

In the case of private compames, every member is 
entitled to be furnished, within seven days, on demand, with 
a copy of the Balance Sheet and auditor’s report, at a 
charge not exceeding 6d for every hundred words 

Appointment and Remuneration of Auditors 

The appointment and remuneration of auditors are pro- 
vided for in Sections 132 and 133 of the Compames Act, 
1929, as follows — 

Every company shall at each annual general meeting appoint an auditor 
or auditors to hold office until the next annual general meeting (Section 
132 (i) ) 

It Will be observed that the above subsection refers to 
“every company’’ registered under the Act, so that private 
companies are not exempted as is sometimes thought The 
appointment is made by the shareholders as a body and 
the auditor is, therefore, actmg as their agent to audit the 
accounts of the directors, who themselves are merely agents 
of the shareholders, on whose behalf, and for whose benefit, 
the directors carry on the busmess, This fact must be 
thoroughly appreciated and borne m mind by the auditor, 
for though m the couise of his work he is constantly 
brought into contact with the directors, who conduct the 
busmess, yet he is not acting for them at all He is ap- 
pointed to act as a check upon the directors and to ensure 
on behalf ol the sliaieholdcis, who aic the propiietois of 
the business, that the diicctois cauj' on the undertaking 
honfsth for the benefit of the shaieholders and lender to 
them tiue and correct accounts 

If an appoiniment of auditors is not made at the annual 
general meeting, the Boaid of Tiade maj, on the applica- 
tion of any member of the compam , appoint an auditor 
for the current year In this case, although the Board of 
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Trade makes the appointment, the auditor acts as the 
agent of the shareholders in exactly the same way as if he 
had been appointed at the annual general meeting, and he 
does not specifically act on behalf of the member who 
apphes to the Board of Trade, but on behalf of the whole 
body of shareholders 

Section 132 (3) provides that no peison other than the 
retiring auditor shall be capable of being appointed auditor 
at an annual geneial meeting unless due notice of the inten- 
tion to nominate that peison has been given by a member 
of the company not less than fourteen days before the 
annual geneial meeting, and the company must send a 
copy of any such notice to the retiring auditor, and to the 
members, not less than seven days before the annual geneial 
meetmg If, after such notice has been given, an annual 
general meetmg is called for a date fourteen days or less 
after the notice, such notice shall be deemed to comply 
with the subsection 

In the past cases arose m which conscientious auditors who 
earned out their duties properly, and m consequence came 
into conflict with the directors, were not re-elected at the 
annual general meetmg, the directors nommatmg someone 
else for the appointment without giving any notice before- 
hand to anyone Therefore, these provisions were first 
mtroduced by the Act of 1907 so that no person, other 
than the retiring auditor, can be appointed unless due 
notice has been given both to the shareholders and to the 
retiring auditor, who thus has an opportumty of laying his 
case before the shareholdeis The second part of the sub- 
section provides that the notice of intention to nominate an 
auditor cannot be frustrated by the simple expedient of im- 
mediately summomng the annual general meetmg, and fixing 
the date less than fourteen days from the receipt of the notice 
Subject as hereinafter provided, the first auditors of the company 
may be appomted by the directors at any time before the first annual 
general meetmg, and auditors lb appomted shall hold office until that 
meetmg 

Provided that — 

(a) The company may at a general meetmg of which notice has been 
served on the auditors in the same manner as on members of the 
company remove any such auditors and appomt m them place any 
other persons bemg persons who have been nommated for appointment 
by any member of the company and of whose nommation notice has 
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been given to the members of the company not less than seven days 
before the date of the meetmg , and 

(6) if the duectors fail to exercise their powers under this sub 
section the company in general meetmg may appoint the first auditors 
and thereupon the said powers of the directors shall cease (Section 

132 (4) ) 

From this clause it will be seen that the directors may 
appoint the first auditor before the first annual general 
meeting, but even m this case the shareholders have the 
power to remove such auditor and appoint another m his 
place, should they desire it The directors, when making the 
first appointment, are merely acting as agents for the share- 
holders who have not yet met as a body The auditor appoint- 
ed by the duectors acts for the shareholders in exactly the 
same way as if he were appointed direct by the shareholders 
The directors may fill any casual vacancy in the office of auditor, but 
while any such vacancy contmues the survivmg or contmuing auditor or 
auditors if any may act (Section 132 (5) ) 

In this case again directors act for the shareholders and 
appomt an auditor to fill the casual vacancy, but when 
appomted the auditoi is, as in all cases, the agent of the 
shareholders This subsection does not mean that the 
directors themselves may act as auditors during a vacancy, 
as is sometimes thought by students, but that they may 
appoint an auditor who must not be a director or officer of 
the company 

The remuneration of the auditors of a company shall be fixed by the 
company in general meetmg, except that the lemuneration of an auditor 
appointed before the first annual general meeting, or of an auditor ap 
pomted to fill a casual \ acancy, may be fixed by the directors, and that the 
remuneration of an auditor appomted by the Board of Tiade may be 
fixed by the Board (Section 132 (6) ) 

The remuneration of the auditors, in the same way as 
their appomtment, rests entiiely with the shaieholdeis, 
except where, as a matter of convemence, the directors 
act for the shareholders in the case of the appointment 
prior to the first annual general meetmg, and where a casual 
vacancy occurs, and even in these latter circumstances the 
appomtment made, and remuneration fixed, by the direc- 
tors only holds until the next annual general meetmg, when 
the shareholders may refuse to re-appoint the nominee of 
the directors 

It is commonly found that the resolution appomting the 
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auditois states that the fee is to be fixed by the Board At 
the Annual General Meeting of a company recently, this 
form of lesolution was contested by a shareholder, as not 
being in accord with the Act If any shareholder objects to 
this form of resolution, it is considered that he is entitled to 
have the fee actually mentioned and decided by the Meeting 
It is open to question whether, if the remuneration is not 
fixed by the shareholders strictly in accordance with the 
Act, the auditors would be able to recover their fees if the 
company refused to pay The pract ice of leaving the fee to 
bejSxedby the directors is a very commomone, and it would 
seem that there is little practical risk in wording the resolu- 
tion in this way, unless and until objection is taken by the 
shaieholders 

5^one of the following persons shall he quahfled for appointment as 
auditor of a company — 

(a) A director or officer of the company, 

(J) except where the company is a private company, a person 
■^ho IS a partner of or m the employment of an officer of the company , 
(c) a body corporate (Section 133 (i) ) 

The principles underlymg the provisions of the Act are that 
an auditor shall be in an mdependent position, and therefore 
no director or officer of the company can be appointed 

It was not uncommon in the past to find one partner of 
a firm of accountants actmg as director or secretary of the 
company, and for another partner or clerk m the employ 
of the accountants to act as auditor In these circumstances 
the auditor might find himself m conflict with his partner 
or principal, who was a director of the company The pro- 
visions of this section, therefore, make such apppintments 
illegal in the case of pubhc compames, but they are still 
permissible in the case of private compames 
It wiU be observed from the section that no body 
corporate, for_exaiiiplfir a.Iiniited habdity companj, can act" 
aT auditor of a company The section, however, provides 
that a body corporate, appomted before the 3rd August, 
1928, shall not be disquahfied from actmg as auditor 

Powers and Duties of Auditors 

The powers and duties of auditors are defined by Section 
134 of the Compames Act, 1929, the terms of which are of 
the utmost importance 
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Every auditor of a company shall have a right of access at all times 
to the books and accounts and vouchers of the company, and shall he 
entitled to requue from the duectors and officers of the company such 
information and explanation as may be necessary for the performance of 
the duties of the auditors (Section 134 (2) ) ^ 

This subsection defiiutely gives the auditor the right of 
access to the books, accounts and vouchers of the company 
at all times, and "books” will include all statistical and 
memorandum books, such as Minute Books, Cost Books, 
Stock Books, Share Ledgers, etc i Further, "vouchers” 
will include aU documentary evidence that the auditor 
may require, such as contracts, correspondence, invoices, 
etc In addition to his right of access to the books, etc , the 
auditor is entitled to require from the directors and officers 
of the company information and explanations upon any 
points , therefore, it will be seen that he is not confined to 
the books, but where the books and vouchers are not clear, 
he can call for explanations Subsection (i) provides that 
if information is withheld, the auditor must report to the 
shareholders that he has not obtained all the information 
and explanations that he has required The auditor’s powers 
m this direction are very complete and strong, and are 
carefully defined in the Act 

The auditors of a company shall be entitled to attend any general 
meeting of the company at which any accoimts which have been examined 
or reported on by them are to be laid before the company and to make 
any statement or explanation they desire with respect to the accounts 
(Section 134 (3) ) 

This right to attend meetmgs was first introduced in the 
Act of 1928, before which the auditor had no statutory 
right to attend general meetmgs The effect of this sub- 
section is to mcrease considerably the auditor’s powers, as 
it will be seen that he is entitled to make any statement or 
explanation that he may desire at the meeting m con- 
nexion with the accounts 

The auditors shall make a report to the members on the accounts 
examined by them, and on every Balance Sheet laid before the company 
m general meeting durmg their tenure of office, and the report shall 
state — 

(а) whether or not they have obtamed all the mformation and 
explanations they have required, and 

(б) whether, in their opmion, the Balance Sheet referred to m the 
report IS properly drawn up so as to exhibit a true and correct view of 
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the state of the company’s affairs according to the best of their informa- 
tion and the explanations given to them, and as shown by the books 
of the company (Section 134 (i) ) 

It Will be noted that the auditors have to make a report 
upon every Balance Sheet submitted to the shareholders 
m general meeting durmg their tenure of office, and that 
such report is addiessed to the shareholders, and not to 
the directors If the auditor is not satisfied upon any pomts, 
or there is any mformation that, m his opimon, should be 
placed befoie the shareholders, he must quahfy his report 
accoidingly, and make any such matters clear therein 
It is the duty of the directors to prepare the accounts, 
and the auditor cannot alter such accounts in any way, 
if dissatisfied upon any pomt, his duty is confined to dealing 
with the matter in Ins report, and thus laying the true 
facts before the shareholders In the same way, if the 
system of book-keepmg is bad, the auditor cannot insist 
upon alterations, but if it is so bad that reliable accounts 
cannot be prepared, then, m such circumstances, he should 
report to this effect to the shareholders 

The following IS the form of report recoinmended by the 
Council of the Institute of Chartered Accountants m Eng- 
land and Wales — 

REPORT OF THE AUDITORS TO THE SHAREHOLDERS 
OF LIMITED 

We have avdiied ihe Bailee Sheet of the 
L^m^ted. dated the ' ' \ dayofM'''^^ '' and 

(here identify it as "above set forth ") 

We have obtained all the information and explanations we have 
required 

In our opinion such Balance Sheet is properly drawn up so as to 
exhibit a true and correct mew of the state of the company’s affairs according 
to the best of our information and the explanations given us and as shown 
by the books of the company 

The Act gives the auditor the fullest powers in order to 
be able to carry out a proper audit, and Sections 129 and 
130 give shareholders and debenture-holders every oppor- 
tunity to see the auditor's report 

In the case of Re Allen Craig & Ca [London) Ltd and 
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Re Companies Act, 1929 {The Accountant, Vol XC, 
page 424) the reports of the auditors had not been com- 
municated to the shareholders and it was argued that m 
these circumstances the auditors should have commumcated 
direct with the shareholders It was held, however, that the 
auditors’ duties had been discharged when their reports 
weie delivered to the company In this case the directors 
did not summon shareholders’ meetings, so that the Balance 
Sheets and auditors’ reports in question were never sub- 
mitted to the shareholders It was held that it was the 
duty of the directors to summon the shareholders’ meeting 
and to see that the report of the auditors was read at the 
meeting If meetings were not convened then it rested 
with the shareholders to msist upon the reqmrements of the 
statute being complied with 

Qualifications m Auditors’ Reports 

In those cases m which an auditor has decided that he 
must make reservations m his leport, the choice of the 
wordmg of the qualifications is a matter of vital importance 
It is a serious matter for any board of directors to be 
compelled to issue a Balance Sheet with a quahfied report 
from its auditors The stiongest pressure probably wiU be 
directed towards persuadmg the auditor to give a clean 
report, an invariable argument bemg that a qualified report 
will have a serious effect upon the affairs of the company 
and this may well be the case The auditor wiU be fully 
aware of this fact, but the whole purpose of his appoint- 
ment IS that he shall lepoit to the shareholders m cleai 
terms if he is not satisfied that the Balance Sheet exhibits 
a true and correct view of the state of the coipipany’s 
affairs 

If an auditor has defimtely decided that he must qualify 
his report, the directors, m most cases, will endeavour to 
persuade him to adopt woidmg that will soften the qualifica- 
tion This course is fraught with great danger as it is exactly 
m these circumstances that it is imperative that the auditor 
should make the position, as he sees it, absolutely clear to 
the shareholders In fact, that is the whole purpose of 
his ofiice 

In this connexion the London & General Bank case (see 



THE COMPANIES ACT, 1929 167 

pages 218-220) should be closely studied In this case the 
auditor qualified his repoit with the words “the value of 
the assets as shown on the Balance Sheet is dependent upon 
reahzation “ His Lordship in his judgment pointed out 
that "it is a mere trmsm to say that the value of loans and 
securities depends upon their realization ” The same might 
be said if an auditor worded his repoit to the effect that 
subject to the value of a specified asset "the Balance Sheet 
is properly drawn up so as to exhibit a true and correct 
view, etc ” The position shown by every Balance Sheet 
is subject to the valuation of the whole of the assets of the 
company 

In this connexion also the Royal Matl Steam Packet case 
should be studied In that case the auditor had insisted 
upon the words “adjustment of taxation reserves” bemg 
included in the wording describmg the yeajr’s profits (See 
pages 240-248 ) His Lordship referred to these words as 
"those mystic words which are said to be so clear but 
which may or may not be clear ” 

In the London & General Bank case His Lordship defined 
the position with gieat clarity when he said "A person 
whose duty it is to convey information to others, does not 
discharge that duty by giving them so much information 
as is calculated to induce them, or some of them, to ask 
for more Information and means of information are by 
no means equivalent terms an auditor who gives 
shareholders means of mfoimation instead of information 
in respect of a company’s financial position, does so at Ins 
peril, and runs the very seiious nsk of bemg held, judicially, 
to have failed to discharge his duty ” 

Under Section 134 (i) of the Companies Act, 1929, the 
auditor is required to state m his report to the shareholders 
whether, in his opmion, the Balance Sheet does exhibit 
a true and correct view of the state of the Company’s 
affairs The established practice in the profession is for the 
auditor to include quahfications m his report to the share- 
holders and to conclude with such wording as ’’subject to 
the forego^ng remarks, in my opinion, the above Balance 
Sheet IS properly drawn up so as to exhibit a true and 
correct view, etc ” 

Provided that the wording of the reservations is exphcit, 
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then no doubt the auditoi will have made the position of 
affairs quite cleai to the shareholders If, however, the 
points on which the auditor finds it necessary to make 
reservations are so many or so important as to render the 
Balance Sheet quite misleadmg, then it piobably would be 
wise for the auditor to consider whether he should not state 
that in his opinion, " the above Balance Sheet is not properly 
drawn up so as to exhibit a true and correct view of the 
state of the Company’s affairs, etc ” 

An auditor is placed in a very difficult position when he 
finds it necessaiy to make reservations m his report to the 
shareholders It is, however, imperative that he should 
choose a form of woidmg that is as explicit as possible, as 
serious risks are entailed by the adoption of an ambiguous 
form of wording If the auditor feels grave doubt, as he 
well may m some cases, it will be wise for him before signing 
Ins report to take the best legal advice 

Annual Return 

Section io8 of the Compames Act, 1939, provides that 
every company shall once at least m every year make a 
return containmg a list of all persons who, on the fourteenth 
day after the first, or only, ordinary general meeting m the 
year, are members of the company, and of aU persons who 
have ceased to be members smce the date of the last return, 
or, m the case of the first return, of the incorporation of 
the company This return contams various paiticulars as 
regards the share capital of the company, the amount called 
up and paid up on the shares, the total amount of calls 
unpaid, and various other particulars 

This annual return must be contained in a separate part 
of the Register of Members, and a copy signed by the 
manager or secretary of the company must be forwarded 
to the Registrar of Compames 

Except m the case of private companies, the annual 
return must mclude a written copy, certified by a director, 
manager, or secretary of the company to be a true copy of 
the last audited Balance Sheet, including every document 
required by law to be annexed thereto, together with a 
copy of the auditor’s report These provisions are con- 
tamed m Section no of the Compames Act, 1929, and 
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represent an alteration of the law effected by the Act of 
1928 

Previously a statement m the form of a Balance Sheet 
had to be mcluded m the armual return, but, as will be 
seen, the 1928 Act substitutes the audited Balance Sheet 
of the company, so that in this way, with all public com- 
pames, the audited Balance Sheet and the auditor's report 
are available to the public, as the return including the 
Balance Sheet and auditor’s report is contained m the 
company’s file with the Registrar of Companies It will be 
observed, however, that this provision does not apply 
to private compames, and therefore the Balance Sheets 
of these compames are not available to the pubhc 

The Statutory Meeting and Report 

Section 113 (i) of the Companies Act, 1929, piovides as 
follows — 

Every company limited by shares and every company hmited by 
guarantee and havmg a share capital shall, within a period of not 
less than one month nor more than three months from the date at which 
the company is entitled to commence busmess, hold a general meetmg 
of the members of the company, which shall be called "the statutory 
meetmg ” 

The directors shall, at least seven days before the meetmg, 
forward a report called “the statutory report,” to every 
member of the company, and this report is to be certified 
by the directors and a copy thereof has to be filed with the 
Registrar of Compames 

The provisions of subsection (3) of the Section 113 are 
as follows — 

The statutory report shall be certified by not less than two directors 
of the company, or where there are less than two directors, by the sole 
director and manager, and shall state — 

{a) the total number of shares allotted, distmgmshmg shares 
allotted as fully or partly paid up otherwise than in cash, and statmg 
m the case of shares paRly paid up the extent to which they are so 
paid up, and m either case the consideration for which they have been 
allotted , 

(&) the total amount of cash received by the company in respect 
of all the shares allotted, distmguished as aforesaid, 

(c) an abstract of the receipts of the company and of the payments 
made thereout, up to a date within seven days of the date of the report, 
exhibitmg under distmctive headmgs the receipts of the company from 
shares and debentures and other sources, the payments made thereout, 
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and particulars concerning the balance remaining in hand, and an 
account 01 estimate of the prehminary oxpenbes of the company 

(d) the names, addresses and descriptions of the directors, auditors 
if any, managers if any, and secretary of the company , and 

(e) the particulars of any contract the modification of which is to 
be submitted to the meetmg for its approval together with the par- 
ticulars of the modification or proposed modification 

Before the Companies Act, 1928, the statutory report 
included an abstract of the receipts and payments of the 
company on capital account It will be seen from (c) above 
that the abstract now must include aU receipts and pay- 
ments, that is to say, both capital and revenue 
Section 1 13 (4) piovides — 

The statutory report shall so far as it relates to the shares allotted by 
the company and to the cash received m respect of such shares, and to 
the receipts and pa3unents of the company on capital account, be certified 
as correct by the auditors, if any of the company 

This will necessitate a complete audit of the share books 
of the company — ^which is described m detail in Chapter 
IX — and also the complete vouclnng and checking of 
the Cash Book in order that the abstract of receipts and 
pa5anents may be venfied Upon completion the auditor 
must sign his certificate, which is as follows — 

I hereby certify that so much of this report as relates to 
the shares allotted by the company and to the cash received 
in respect of such shares and to the receipts and payments 
of the company on capital account is correct 
The statutory meetmg and leport are not required in 
the case of a private company (Section 113 (10) ) 

Underwriting Commissions and Commissions on 
Placing Shares 

Section 43 of the Compames Act, 1929, gives the com- 
pany power to pay underwriting commissions and com- 
missions on placmg or procunng subscnptions for shares, 
provided that payment of such commission is authorized 
by the Articles, that the commission paid does not exceed 
10 per cent of the price at which the shares are issued, or the 
amount or rate authorized by the Articles, whichever is the 
less, and that the amount or rate per cent of the commission 
IS disclosed in the prospectus, or, in the case of shares not 
offered to the public, in the statement in lieu of prospectus 
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“^‘Underwriting shares” means that, upon an issue of 
shares to the public, certain persons enter into contiacts 
with the company that, in the event of the public not sub- 
scribing for the whole of the issue, they, the underwriters, 
will subscnbe for and take up the lemaimng shares For 
example, suppose the case of a company making an issue of 
100,000 £1 shaies to the public, the whole issue being under- 
written by various individuals who were entitled to an 
underwriting commission of 5 per cent upon the shares 
undei written by each — ^if the public applied foi, say, 60,000 
shares, the underwriters would have to take up the 
remaming 40,000 shares between them pro rata The 
commission paid to them is for takmg this nsk, and it is 
payable whether they actually have to take up shares or 
not The auditors must see that any underwnting com- 
mission IS properly authorized by the Articles, and has 
been disclosed in the prospectus, they must also inspect 
the underwntmg Contract with each underwriter, and see 
that the underwriters take up the remaming shares if the 
issue is undei -subscribed Commissions for placmg shares 
are paid to persons who introduce subscribers, in which 
case the person claiming the comnussion should imtial or 
mark the apphcation letter of the subscriber, and the 
auditors should examine the marked apphcation letters 
and thus check the commission payable Compames 
have always been entitled to pay a brokerage upon shares, 
that is, an amount payable per share to stockbrokers and 
agents whose chents subscribe for shares Such brokerages 
should only be paid if the apphcation letters bear the 
brokers’ stamp, and the auditor must, therefoie, examme 
the stamped application forms These pa3mients of broker- 
age are not subject to the provisions of Section 43 

Where a company has paid any sums by way of commission m 
respect of any shares or debentures, or allowed any sums by way of 
discount in respect of any debentures, the total amount so paid or 
allowed, or so much thereof as has not been written off, shall be stated 
in every Balance Sheet of the company until the whole amoimt thereof 
has been written off (Section 44 (i) ) 

This section provides that if any commissions m respect 
of shares or debentures are paid, and the total amount 
IS not written off to Profit and Loss Account at once. 



THE PRINCIPLES OF AUDITING 


172 

but IS spiead over a period, the amount earned forward 
must be shown as a separate item in the Balance Sheet 
The same applies if debentures are issued at a discount, 
the total amount of the discount must be treated in the 
same way The auditors must see that the terms of this 
section are complied with, and, theiefore, these commis- 
sions or discounts upon debentures must not be included 
under the heading of preliminary expenses, but must be 
shown separately in the Balance Sheet 

Payment of Interest to Shareholders During 
Construction 

Section 54 of the Companies Act, 1929, gives power, m 
certam cucumstances, to pay mterest out of capital to 
shareholders during construction The first part of the 
section reads as follows — 

Where any shares of a company are issued for the purpose of raising 
money to defray the expenses of the construction of any works or buildings 
or the provision of any plant which cannot be made profitable for a 
lengthened period, the company may pay mterest on so much of that 
share capital as is for the tune bemg paid up for the period and subject 
to the conditions and restrictions m this section mentioned, and may 
charge the sum so paid by way of mterest to capital as part of the cost of 
construction of the work or buildings, or the provision of plant 

Suppose, for example, the case of a company formed to 
carry on a manufacturmg business, the factory having to 
be erected first Until the factory is completed, the 
company cannot trade or earn profits, and, therefore, 
there can be no possibility of paying dividends to the 
shareholdeis upon their capital In such circumstances, 
this section provides that, upon the capital advanced 
by the shareholders specially for this purpose, they can 
receive interest during the period of construction, and 
such interest can be paid provided that the terms of this 
section are complied with The mterest thus paid is paid 
out of capital and is debited to the Buildmg Account, as 
part of the cost of construction The provisions that have 
to be complied with are as follows — 

(1) No such payment shall be made unless the same is authorized by 
the Articles or by special resolution 

(2) No such payment, whether authonzed by the Articles or by 
special resolution, shall be made without the previous sanction of 
the Board of Trade 
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(3) Before sanctioning any such payment the Board of Trade may, 
at the expense of the company, appomt a person to enquire and report 
to them as to the circumstances of the case, and may before making 
the appomtment, require the company to give secunty for the payment 
of the cost of the mquiry 

(4) The payment shall be made only for such period as may be 
determmed by the Board of Trade, and Such penod shall in no case 
extend beyond the close of the half-year next after the half year dunng 
which the works or buildmgs have been actually completed or the plant 
provided 

(5) The rate of mterest shall m no case exceed^ four per cent per 
annum or such other rate as may for the time bemg be prescribed by 
Order m Council 

(6) The payment of the mterest shall not operate as a reduction 
of the amount paid up on the shares m respect of which it is paid 

(7) The accounts of the company shall show the share capital on 
which, and the rate at which, mterest has been paid out of capital durmg 
the period to which the accounts relate 

It Will be seen from the above that there are very stringent 
regulations governing this matter, and that such payments 
of interest out of capital are controlled by the Board of 
Trade 

In cases where mterest is paid in this way, an auditor 
must see that aU the provisions of Section 54 have been 
complied with 

Statutory Books 

Every company registered under the^ Companies Act, 
1929, must keep the following books — 

(i) REGISTER OF MEMBERS (Section 95 of the 
Compames Act, 1929), m which must be entered the 
names, addresses, and occupations of all the members of 
the company, the shares held by each, the distmguishmg 
numbers, and the amount paid or agreed to be considered 
as paid on such shares , also the dates at which each person 
was entered m the register, and the date at which any 
person ceased to be a member Under Section no (i), 
in a separate part of the Register of Members, the annual 
list of members and summary has to be entered 
Every company havmg more than fifty members shall, 
unless the Register of Members is m such a form as to 
constitute in itself an index, keep an index bf the names of 
the members of the company The index, which may be in 
the form of a card index, shall in respect of each member 

^ By Order in Council the present rate allowed is 6 per cent per annum 

I3-(B 1324) 
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contain a sufficient indication to enable the account of that 
member to be readily found m the Register 

The Register of Members is open to the inspection of any 
member gratis, and to the inspection of any other person 
on pa5nnent of a fee pot exceeding is for each inspection 
(Section 98 ) 

(2) MINUTE BOOK (Section 120, Compames Act, 1929), 
in which must be entered minutes of all proceedings at 
every meeting of the shareholders and directors or managers 
of the company 

(3) REGISTER OF DIRECTORS (Section 144 of the 
Companies Act, 1929) Every company shall keep at its 
registered ofiice a registei of its ^.rectors or managers, 
contaming particulars m the case of each individual as to his 
present Christian names and surname, any former Christian 
names or surname, his address, nationality, and if that 
nationality is not the nationality of ongm, his nationality 
of origin, his business occupation, if any, etc In the case 
of a corporation, its corporate name and registered 01 
principal office A copy of such register has to be sent to 
the Registrar of Compames The register shall, during 
busmess hours, be open to the mspection of any member 
of the company, without charge, and to any other person 
on pa5mient of or such less sum as the company may 
prescribe, for each mspection 

(4) REGISTER OF CHARGES (Section 88, Compames 
Act, 1929) In this register must be entered particulars of 
every mortgage or charge specifically affecting the property 
of the company, giving m each case a short descnption of 
the property charged, the amount of the charge, and, 
except in the case of securities to bearer, the names of the 
persons entitled thereto The register is open to the 
mspection of any creditor or member of the company, 
without fee, and to any other person on payment of a 
special fee not exceeding is for each mspection 


Redeemable preference Shares 

In accordance with the terms of Section 46 of the Com- 
pames Act, 1929, a company, if authonzed by its Articles, 
may issue redeemable preference shares, such shares to be 
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shown separately on every Balance Sheet, with particulars 
of the date on or before which they are liable to be redeemed 
No such shares shall be redeemed unless they are fully 
paid, and they must be redeemed out of the profits of the 
company which would otherwise be available for dividend or 
out of the proceeds of a fresh issue of shares made for the 
purposes of redemption If redemption takes place out of 
the profits, the amount of profit used must be transferred 
to a Capital Redemption Reserve fund For the purposes 
of reduction of share capital, this fund will be treated as 
part of the paid up share capital of the company In other 
words, this fund will not be available for payment of 
dividends It may, however, be applied in paying up 
unissued shares of the company to be issued as fully paid 
bonus shares 

Issue of Shares at a Discount 
In accordance with the terms of Section 47 of the Com- 
panies Act, 1929, a company may issue shares of a class 
already issued at a discount under the following conditions — 

[а) The issue must be authorized by resolution m gen- 
eral meeting and sanctioned by the Court 

(б) The resolution must specify the maximum rate of 
discount at which shares are to be issued 

(c) Not less than one year must, at the date of issue, 
have elapsed smce the date on which the company was 
entitled to commence business 

[d] Shares to be issued at a discount must be issued 
within one month after the date on which the issue is 
sanctioned by the court or within such extended time as 
the court may allow 

"Where a company has issued shares at a discount it will 
be compelled to show the amount of the discount separately 
on every subsequent Balance Sheet or prospectus until the 
whole of the discount has been written off 

Prohibition of Provision of Financial Assistance by a 

Company for Purchase of its Own Shares 

By the terms of Section 45 of the Compames Act, 1929, 
a company is prohibited from directly or mdirectly assistmg 
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any person financially, either by means of loans, or other- 
wise, in the purchase of shares in the company except m 
connexion with the pui chase of shares by or for the benefit 
of employees In the latter case the aggregate amount of 
outstandmg loans for such purposes 'must be shown as a 
separate item on the 'Balance Sheet 

Power to Re-issue Redeemed Debentures 

Subject to the provisions of Section 75 of the Compames 
Act, 1929, a company has power to re-issue redeemed 
debentures, and where a company has power to re-issue 
redeemed debentures particulars wath respect to the 
debentures which can be so re-issued must be stated m 
every Balance Sheet of the company 

Prospectus 

Part II of the Fourth Schedule of the Companies Act, 
1929, provides that every prospectus must contain a report 
by the auditors as to the profits made by the company in 
each of the three preceding years and the rates of dividend 
paid on all classes of shares for the same period Where a 
company has been m existence for less than three years the 
leport must cover the whole period 

If the proceeds, or any part of the proceeds, of an issue 
of shares or debentures are to be applied in the purchase 
of an estabhshed busmess, the prospectus must contain a 
report by accountants showing the piofits of that busmess 
for each of the three years preceding the issue of the 
prospectus 

Certificates of Profits in Prospectuses 

The makmg of a report as to past profits for prospectus 
purposes mvolves considerable responsibihties and, there- 
fore, requires very careful consideration 

On no account must an average figure only be given in 
the auditors’ report, as it wiU be observed that the Act 
provides that “the profits of the company in respect of 
each of the three financial years,” etc , shall be stated m 
the report 

The figure of profit for any year given in this report 
will rarely agree with thp net profit figure shown ^by the 
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audited accounts, as adjustments have to be made for 
prospectus purposes All abnormal items on both sides 
of the Profit and Loss Accounts have to be eliminated 
m order that a true view may be obtamed as to what the 
normal earmngs have been 

For example there will be eliminated from the accounts 
items of expenditure or charge that wdl not anse imder 
the new constitution of the undertaking such as interest 
upon loans, etc , that wdl be paid off, rent of premises that 
wdl be purchased, exceptional and non-recurnng losses 
or charges such as a loss through fire not covered by 
insurance In the same way any exceptional profits wdl be 
eliminated, such as a profit upon the sale of capital assets, 
and income from assets not taken over 

Under the new constitution the admmistrative officials 
may be paid upon an entirely different basis If so the 
salanes, etc , paid in the past wiU be eliminated 

Depreciation of fixed assets as charged in the accounts 
IS, as a rule, ehminated These assets are commonly 
taken over upon the basis of a revaluation The deprecia- 
tion charges in the future, therefore, will be calculated upon 
the basis of the revaluation figures The profits for each 
year should therefore be shown exclusive of depreciation 
and the report should state what the annual charge for 
depreciation is estimated to be in the future upon the basis 
of the revaluation 

The whole object of the report upon profits is to give 
a fair idea as to what the future earnmgs are likely to be 
For this purpose the profits for the three preceding years 
are taken, but they must be adjusted in respect of known 
changes in the future conditions and circumstances On 
no account should an auditor be a party to givmg an 
estimate of future profits, the directors may do that 
but an auditor — ^never, he must confine his report to 
ascertained results as per the Profit and Loss Accounts 
of the past, adjusted upon the lines indicated above 

Provisions as to Liability of Auditors 

As a direct result of the City Equitable Case, which is 
dealt with m Chapter XII, Section 152 of the Compames 
Act, 1929, provides that if the Articles of a company, or 
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any contract, exempt an auditor or directors from liability 
for negligence or breach of duty in relation to the company, 
the provisions of such Articles shall be void In the 
City Eqmtable^Case it was held that the auditors and the 
directors were protected by such a clause m the Articles 
of that company 

The auditor is, however, given a certain amount of pro- 
tection by Section 372 of the Compames Act, 1929, as it is 
provided that the court has power to grant relief m cases 
where there is no suggestion of dishonesty or unreasonable 
conduct Previous to the 1928 Act these provisions applied 
only to directors, but they now also apply to auditors 



CHAPTER IX 


SPECIAL POINTS IN CONNEXION WITH THE AUDIT OF 
COMPANIES UNDER THE COMPANIES ACT, I929 

The principles of auditing apply to all audits, but in 
connexion with companies under the Compames Act, 1929, 
there are some special points which must be dealt with 
here, as the audit of these companies forms such a pre- 
ponderantly large proportion of the audit practices of 
accountants, that no book on auditing would be complete 
without some more or less detailed reference to the audit 
of these concerns 

Memorandum of Association 
Every company limited by shares must have a Memor- 
andum of Association, statmg — 

(i) The name of the company, with “limited” as 
the last word in its name 

(3) The situation of the registered offices of the 
company 

(3) The objects of the company 

(4) That the habihty of the membeis is limited 

(5) The amount of share capital with which the 
company proposes to be registered, and the division 
thereof into shares of a fixed amount 

The most important of these from an auditor’s point of 
view IS No 3, for the objects clause must set out exactly 
the purposes for which the company is formed, and the 
nature of the busmess that it is mtended to carry on, and 
a company has no power to enter mto any transaction 
that does not come withm the terms of its objects clause 
This clause is always made as wide as possible, but 
an auditor must see that the company does not 
break the provisions thereof and enter into ultra vtres 
transactions 

The terms of the Memorandum cannot be altered, except 
by compl3nng with certam provisions in the Act, and 
considerable restrictions are placed in the way of such 
alterations Important ones, such as a reduction of 
179 
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capital, or alteration of the objects of the company, require 
the sanction of the Court, and shareholders, debenture 
holders and creditors, who may be affected by the altera- 
tions, are entitled to place their views before the Court 
The Memorandum of Association may be said to govern 
the external affairs of a company, and every clause is of 
mterest and importance to all persons entering mto 
business relations with a company 

Articles of Association 

A company need not have a special set of Articles, and 
the Compames Act, 1929, contains a model set of Articles 
known as Table A, which govern all compames for which 
special Articles have not been drawn up But, upon forma- 
tion, a company may exclude the whole or parts of the 
provisions of Table A, and substitute therefor its own 
specially drawn Articles An auditor must see whether 
Table A, or parts thereof, have been thus excluded, for 
he must be familiar with the exact regulations that govern 
the particular company 

The Articles of Association govern the mternal affairs 
of the company, and an auditor must see that the terms 
thereof are comphed with The Articles can be altered 
at any tune by a special resolution of the Shareholders 
The following are examples of matteis that are governed 
by the terms of the Articles — 

The rights of shareholders tnter se 
Calls on shares 

The forfeiture of shares on account of the non-payment 
of calls 

Alterations of capital 

The appointment of a managing directoi 

The appointment of duectors 

The powers and duties of duectois 

The declaration of dividends 

The accounts and audit 

The borrowmg powers 

The payments of underwritmg commissions, and com 
missions on placmg shares 

The payment of mterest out of capital during con- 
struction 
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Examination of Legal Documents Prior to the 
Commencement of the Audit of a Company 

Before commencing the audit of a company, an auditor 
should examine carefully the Memorandum and Articles 
of Association, and he should maJce notes in his audit 
note-book of all important provisions, with the terms of 
wluch he must be famihar while conducting his audit 
In the same way, if one has been issued, he should examine 
the prospectus which will disclose the amount of Share 
Capital issued, the terms of the issue, the amount of the 
minimum subscription, any underwritmg commission pay- 
able, an estimate of the amount of the prelimmary expenses 
and the terms of all material contracts He should also 
exanune the contract of sale (if any) with the vendors, and 
from the latter he will ascertain the purchase price, parti- 
culars of the assets that are bemg acquired, the amount 
(if any) paid for the goodwill of the busmess, and the 
liabihties (if any) that are bemg taken over It then must 
be seen that the openuig Journal entries are correct and 
in accordance with the contract, and also that the various 
terms of the latter are earned out In the case of a contm- 
umg company, the previous year’s Balance Sheet and 
auditor’s report should be exammed 

Share Capital 

The share capital of a company is often divided into 
preference and oidinary shares, and the rights of the 
respective shareholders are governed by the terms of the 
Articles The preference shares, as a rule, are entitled to a 
fixed dividend out of the profits, the surplus profits after 
the payment of the dividend on the preference shares 
belonging to the ordinary shareholders It depends upon 
the terms of the Articles whether the preference shares also 
carry a prefeiential right as regards capital, that is to say, 
whether, m the event of liquidation, the preference share- 
holders are entitled to the return of their capital before 
there is any return on the ordinary shares The Articles 
must expressly provide that the preference shares are to 
be preferential as to capital, otherwise they rank equally 
with the ordmary shares m tlus respect The preference 
shareholders’ rights to dividend may be either cumulative 
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or non-cumulative , if cumulative, it means that m the 
event of there not being sufficient profits in any year to 
pay the preference dividend, such arrears have to be 
made up in any future years when the profits are sufficient, 
and thus there can be no dividend paid upon the ordinary 
until all such arrears upon the preference shares have been 
paid If non-cumulative, the preference shareholders are 
entitled to a fixed dividend out of the profits of each year, 
and if such profits are msufficient, then there is no right to 
make up shortages out of the surplus profits of future years 
AU preference shares are cumulative, unless the Articles 
specially provide that they shall be non-cumulative 
In some cases the preference shareholders participate in 
any surplus profits, after, as a rule, a certain rate of dividend 
has been paid upon the ordinary shares Such shares are 
known as participating preference shares 

Issue of Shares 

In the ordmary course, the first step in the raising of 
share capital is the issue of a prospectus inviting apphca 
tions for shares, such prospectus bemg advertised m news- 
papers, and circulated through stockbrokers, bankers, 
solicitors and others connected with or interested in the 
company As a rule, apphcations for shares have to be 
sent m on special forms direct to the company’s bankers, 
accompamed by a deposit, the banker sending the applicant 
a receipt therefor These applications are numbered and 
entered in an Apphcation and Allotment Book, and in 
due course are donsidered by the directors, who then allot 
shares to the apphcants If more shares have been apphed 
for than are being issued accordmg to the prospectus, the 
directors make a selection and they may refuse certain of 
the apphcations, notice of this fact being sent to the 
apphcant by means of what is known as a "Letter of 
Regret,” and at the same time the deposit paid is returned 
In other cases, where there is an over-subscnption, the 
number of shares apphed for by individual subscnbers is 
reduced proportionatdy, and allotments made accordingly, 
the amount over-paid upon apphcation, as a rule, bemg 
apphed m reduction of the further amounts due m respect 
of the shares The allotment is made by the directors 
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passing a minute to this effect, and sending to each applicant 
an “Allotment Letter,” notifying the number of shares 
allotted and the amount due on allotment The posting 
of the Allotment Letter concludes the contract between 
the company and the individual shareholder, for this 
reason the Allotment Letter must be stamped with a 
sixpenny Contract Stamp The balance due upon the shares 
either has to be paid up on certain dates specified m the 
prospectus, or is called up as and when the directors 
require the money — ^in which latter case a minute is passed 
by the board makmg the call, and notices are sent to all 
shareholders In due course, when the share certificates 
have been made out for each shareholder, these are issued 
in exchange for the Allotment Letter and the banker’s 
receipts for the instalments paid to date 

Audit of the Share Books upon an Issue of Shares 
The audit of the Share Books upon an issue of shares 
should be conducted as follows — 

(1) Check the application letters with the Application 
and Allotment Book 

(2) Check the Share Cash Book with the Pass Book 

(3) Check amounts received from subscribers from the 
Cash Book to the Apphcation and Allotment Book 

(4) Check imnutes of allotment with the Application 
and Allotment Book 

(5) Check “letters of regret” or carbon copies thereof 
with the Apphcation and Allotment Book, and see that 
amounts paid on application are returned 

(6) Check the distmctive number given to each block 
of shares 

(7) Check the Apphcation and Allotment Book to the 
Share Ledger, seeing that aU details are entered correctly 

(8) See that the total shares issued does not exceed the 
total authorized capital according to the Memorandum 

(9) See that the minimum subscription upon which 
the company may proceed to allotment has been apphed 
for No allotment of shares shall be made unless the 
amount stated in the prospectus as the mimmum 
subscription has been realized (Part I, Fourth 
Schedule ) 
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(10) Vouch the operung Journal entries in the financial 
books 

(11) Check the balances on the Share Ledger to the 
schedule, seeing that the total agrees with the total 
number of shares issued 

(12) If shares have been issued for consideration other 
than cash, see the contracts and the mmutes adopting 
them, and ascertam that such contracts have been filed 
with the Registrar of Compames If certain of the 
vendors’ shares are to be issued to their nominees, then 
the auditor should inspect the vendors’ written authority 
for the issue of such shares to the nominees 

(13) If the issue has been underwritten, see the con- 
tracts with the underwriters, and, if the issue is not fully 
subscribed, the directors’ minutes allotting the balance 
of the shares to the underwnters Underwriters, as a 
rule, have to sign apphcations for the number of shares 
they underwnte — ^if so, these should be inspected 
Vouch the Journal entries 

(14) If placmg commissions and brokerages are paid, 
check the amounts paid with stamped or marked appli- 
cation forms Inspect the receipts from persons receiving 
such commissions and brokerages 

(15) As a rule, the auditors are lequested to check and 
imtial the share certificates before they are signed and 
sealed by the directors 

(16) Upon calls becoming payable, the detail amounts 
due Wl be entered in a Call Book, or in special columns 
m the Application and Allotment Book, and these entries 
will be checked in the same way as the allotment, that is, 
with the directors’ minute, the Csish Book and Pass 
Book, and to the Share Ledger 

(17) If the share certificates have been issued, the 
returned allotment letters and bankers’ receipts should 
be checked with the Share Ledger 

Transfer Audit 

An auditor must audit the share books upon an issue of 
shares, and when calls are made, in order that he may 
satisfy himself that the whole of the money due has been 
accounted for In subsequent years, however, it is not 
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part of Ins duty to carry out a transfer audit, all that is 
necessaiy being that the balances upon the Share Ledger 
should be checked on to a list of balances, it being seen 
that the total thereof agrees with the total issued capital 
Auditors are often instructed to carry out transfer audits, 
but this is a matter of special arrangement, and one for 
which the auditor is entitled to a special fee The procedure 
at a transfer audit should be as follows — 

(1) When transfers are received, the transferor should 
be notified immediately by the company, so that in this 
way fraudulent transfers may be detected If this 
system is in force, check the duphcate copies of such 
notices to the Transfer Register, and mqmre as to 
whether any objections have been received 

(2) Check transfers with the Transfer Register, seeing 
that transfers have been properly signed, witnessed and 
stamped, and check the distinctive numbers of the 
shares into the Register Thereafter, cancel the transfer 
with the auditor’s audit stamp 

(3) Verify a proportion of the signatures of transferors 
with previous transfers or application letters 

(4) Check old certificates with transfers, and thereafter 
cancel the certificates 

(5) Check entries in Transfer Register to the credit of 
the transferor’s accoimt in Share Ledger, seeing that 
he has the shares, and checking the distinctive numbers 

(6) Check entries m Transfer Register to debit of 
transferee’s account in Share Ledger 

(7) Check and imtial new certificates, and if transferor 
has not sold the whole of his shares, check and imtial 
balance certificates issued to him 

(8) At subsequent audits, see the directors’ mmute 
passing the transfers previously checked 

Transfer Fees 

Count the number of transfers, and see that the whole 
of the transfer fees have been accounted for 

Debentures 

Upon an issue of debentures, the allotment, etc , will be 
checked in exactly the same way as an allotment of shares 
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The auditor must see that the Articles give the directors 
power to borrow money in this way, and he should examine 
the directors’ minute exercising that power The actual 
debenture or trust deed should be examined, in order that 
the exact terms of the issue may be ascertained It must 
further be seen that the charge given by the debentures 
upon the assets of the company is entered in the Register 
of Charges, in accordance with Section 88 of the Compames 
Act, 1929, and that the necessary particulars have been 
filed with the Registrar of Compames 

The entries in the financial books should be checked, 
and if debentures are issued at a discount, the full nominal 
amount must be credited to the Debenture Account, as 
that IS the actual amount of the liability that will have to 
be repaid, and the amount of the discount must be debited 
to a separate account If this discount is written off to 
Profit and Loss Account over a period of years, the amount 
carried forward must be shown as a separate item in the 
Balance Sheet to comply with the terms of Section 44 of the 
Compames Act, 1929 The discount upon debentures 
should be written off to revenue as soon as possible, but, 
subject to the provisions of the Articles of the particular 
company, an auditor could raise no objection if the dis- 
count were written off over the penod of the debentures 
In cases where shares have been issued at a discount, the 
entries will be treated in the same way and the amount of the 
discount must be shown separately in the Balance Sheet 
(Section 47 (3) ) 

If debentures are issued at a premium, the nominal 
amount of the debentures again must be credited to the 
Debenture Account, and the amount of the premium must 
be credited to a Premium on Debentures Account Shares 
may be issued at a premium, m which base the premium 
should be dealt with m exactly the same way Premiums 
upon shares and debentures should be utilized as additional 
working capital, and, therefore, transferred to reserve, or 
used to write down prehmmary expenses, goodwill, or any 
fixed assets, but, on the other hand, unless there are 
express provisions in the Articles, there is nothing in the 
Compames Act to prevent such premiums bemg credited 
to Profit and Loss Account This latter is, however, an 
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unsound course to adopt, as such premiums are not an 
ordinary trading profit, and, in effect, if such sums were 
credited to Profit and Loss Account, and thus made 
available lor dividend, if a dividend were paid it would 
amount to a return to the shareholders as dividend of 
amounts which they themselves had subscribed If pre- 
miums on shares or debentures were made available for 
dividend in this way, an auditor should see that the accounts 
made this fact quite clear 

In the case of Brown v Gaumont Brthsh Picture Corpora- 
tion Ltd the circumstances were that a payment of dividend 
had to be met largely out of General Reserve which had 
been mainly derived from the premium on shares issued 
Payment of this dividend was upheld (see page 211) 

If debentures are issued at par and repayable at the 
end of a penod at a premium, then they should appear in 
the books and on the Balance Sheet at the nominal amount, 
with a note that they are repayable at a certain date at 
a premium The premium is m the nature of a payment 
of deferred interest, and should be provided for out of 
revenue over the period of the debentures, as otherwise 
the whole amount of the premium will have to be charged 
to the Profit and Loss Account of the year in which the 
debentuies are redeemed If a sinkmg fimd is being created 
to provide for the redemption of the debentures, then it 
should include the premium To illustrate this, suppose 
the case of a company with debentures of £10,000 repayable 
at the end of ten years at a premium of 5 per cent, the 
Balance Sheet at the commencement of the penod being as 
follows — 


BALANCE SHdET 


Capital i5>ooo 

Debentures (repayable at 
the end of ten years at 
105) 10 000 


Sundry Assets 


£ 


25 000 


A Sinking fund is created to provide £10,500, the amount 
reqmred, and the Balance Sheet at the end of the period 
would be as follows 
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BALANCE SHEET 

Capital 
Debentures 
Sinking Fund 


The Debenture Account now should be credited with 
£$00, the amount of the premium payable, this amount 
being debited to the Sinking Fund Account If the invest- 
ments realized cost, the exact sum required to pay off 
the debentures at the premium would be produced, and, 
after such repayment, the Balance Sheet would be as 
follows — 

BALANCE SHEET 
£ 

Capital 15 000 Sundry Assets 

Sinking Fund Account (now 
a general reserve of the 
company) 10,000 

£25,000 £25,000 

It Will be seen that, although £xo,$oo has been provided 
over the penod, only £10,000 remains upon the Sinkmg 
Fund Account after the repa3nnent of the debentures 
The reason for this is that the £500 premium is a chaige 
against the profits m exactly the same way as is the interest 
paid upon the debentures, and would have had to be 
charged against revenue m any event, but the provision 
of the £10,000 IS an appropriation of profits and is a 
voluntary act by which profits available for distribution 
have been retained m the business and used to pay off 
a capital liabihty, or, m other words, the shareholders 
have invested £10,000 of their profits m the concern instead 
of withdrawmg them, thus makmg the total amount owing 
to them by the business £25,000 instead of £15,000, the 
ongmal capital 

Debentures Issued as Collateral Security 

Debentures may be issued to creditors of a company 
to secure loans and overdrafts For example, suppose the 
case of a company borrowing £7000 from its bankers. 
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and, as secimty for the repa5mient. of this sum, issuing 
;^io,ooo debentures as collateral security In the Balance 
Sheet, the bank should be shown as creditors for the 
loan of £yooo, and against this item should appear a note 
"in lespect of which 0,000 debentures have been issued 
as collateral security ” The position is that the primary 
liability of the company to the bank is the loan of £yooo, 
and the debentures held by the bank are dormant, and no 
interest is paid thereon, but if the company defaulted, 
then the banlc could take up the debentures and would 
rank as debenture-holders for £xo,ooo, bemg entitled to 
their proportion of the security given to the whole debenture 
issue If a receiver were appointed for the debenture 
holders, who eventually paid 20s in the £, the bank would 
receive ^.^lo.ooo, out of which it would retam the loan of 
£7000, interest to date and costs, and return any surplus 
to the company 

An auditor should see the loan agreement (if any) and 
the directors’ mmute issumg these debentures for this 
purpose, and he must see that the position is shown correctly 
in the Balance Sheet He should also ascertain that these 
debentures have been entered in the Register of Mortgages 
and Charges, and mquire as to whether the necessary 
particulars have been filed with the Registrar o,f 
Compames 

Preliminary Expenses 

Upon the formation of a company there are various 
imtial expenses in connexion with the formation and the 
raising of the share capital that are debited to a Prelimmary 
Expenses Account An auditor should refer to the contract 
with the vendors, if any, to see whether they have to bear 
the whole or any part of these expenses, and, if so, he must 
see that the company does not bear any expenses that are 
payable by the vendors 

The auditor should carefully examine and vouch the 
items debited to this account, and thus satisfy himself 
that they are a proper charge to Prehmmary Expenses 
Account Under this heading wdl be mcluded, for example, 
the following — 

LEGAL CHARGES in connexion with the preparation of 


14— (B iSa 4 ) 
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the Memorandum and Articles of Association, the pros- 
pectus and the contracts with the vendors, and these will 
be vouched by the pioduction of the solicitors’ receipted 
bill of costs, 

COSTS OF PRINTING the Memorandum and Articles 
of Association, and the prospectus, winch will be vouched 
by the production of the prmters’ receipted biU of costs, 
COSTS OF ADVERTISING the prospectus, which will be 
vouched with the receipts from the newspapers, or, if 
done through an agent, with his receipted account , 
STAMP DUTIES payable upon registration, which 
generally will be paid by the solicitors, and will, therefore, 
appear m their biU of costs The amount can be verified 
by an exaimnation of the certificate of incorporation, upon 
which the duties paid are stated 
REPORTS FROM ENGINEERS, ACCOUNTANTS, 
ETC , for prospectus purposes wiU be vouched with the 
receipted bills of costs 

The preliminary expenses must appear as a separate 
item m the Balance Sheet (Section 124 (2) ), and in order 
to comply with the Compames Act, 1929, must not include 
commissions paid for underwriting or placing shares, or 
discounts upon debentures The debit balance upon Pre- 
hmmary Expenses Account should be written off to revenue 
over a short period of years, generally three to five years', 
but there is nothing m the Compames Act to compel this, 
though there may be provisions to this effect in the Articles 

Profits and Losses Before the Date of 
Incorporation 

When a company is formed to purchase and take over 
an existmg business, the contract often provides that the 
purchase is to be completed upon the basis of the figures 
as at a certain agreed date, such date being before the 
actual incorporation of the new company, one of the terms 
of the contract being that the new company shall take 
the profits as from the agreed date For example, a 
company might be formed to take over a busmess upon the 
basis of a Balance Sheet at the 31st December, the new 
company being entitled to the profits as from that date, 
but the formation of the company might take some little 
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tune, and the certificate of incorporation might not he 
received until (say) the following ist of March In such 
circumstances, the intermediate profits, from the 31st 
December to the ist March, represent capital and are not 
available for distribution as dividend The reason is that 
these profits are included in the purchase price In fixing 
the price, the vendors will have taken into account the fact 
as to whether the piofats between the 31st December and 
the date of incorporation are to belong to them or to the 
purchasing company, if, as in this illustration, they are 
to belong to the latter, the purchase price will have been 
increased accordingly Therefore, these profits have been 
purchased and paid for by the new company, and if, when 
received, such profit were paid away as dividend, it would 
amount to a return to the shareholders of part of the capital 
they have themselves contributed 

There is no express provision ui the Companies Act upon 
this point, but Table A provides, as also do the majonty 
of Articles of Association, that “No dividend shall be paid 
otherwise than out of profits ” A company cannot earn 
profits prior to its commg into existence and therefore these 
profits must be regarded as capital 

A difference of opimon exists as to exactly what date 
should be" adopted for the purpose of apportiomng the 
first year's profits, the various dates bemg {a) the date of 
incorporation , (&) the date when a public company obtains 
the certificate entithng it to commence business, and 
(c) the date when the company actually adopts the agree- 
ment of sale The date most commonly adopted in practice 
is the date of incorporation, but, m the author’s opimon, 
the date whdn the company adopts the agreement of sale 
IS the correct date 

If, as IS customary, no accounts are taken at the date 
of incorporation, it is necessary to calculate the amount 
of the profits that have to be treated as capital If, for 
example, m the case above, the next accounts were pre- 
pared at the foUowmg 31st December, the better method 
would be to apportion the full year’s profit between the two 
periods, before and after the ist March, on the basis of the 
turnover for these two periods For the purpose of this ap- 
portionment p,d]ustment must be made for the exceptional 
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items falling Within each of these two periods, such as 
directors’ fees, debenture interest, and other expenses 
incidental to the company’s formation, and, on the other 
hand, items connected solely with the previous owners’ 
management, such as salaries and expenses paid to them 
during the period pnoi to the company taking over the 
undertaking Another method is to apportion on the 
basis of time, that is to say, m this case, that two months 
out of the twelve are before incorporation, therefore, 
one-sixth of the full year’s profit is capital, but, as the 
profits earned m different periods of a year may vary 
considerably, this method, in many cases, is not a good one 
to adopt In the case of a business when monthly Profit 
and Loss Accounts are prepared, the allocation of the 
year’s profit as between the two periods would present 
no difficulty The proportion of the full year’s profit that 
is fixed as being before the date of mcorporation or the 
date when the agreement for sale was adopted, should be 
transferred from Appropriation Account to the credit of 
a Capital Reserve Account, or used to write down pre- 
liminary expenses or goodwill If any interest is paid to 
the vendors upon the purchase money, the mterest for the 
period before the date of incorporation, or the ^ate when 
the agreement for sale was adopted, should be debited 
against the profits before that date, and any interest for 
the period after that date should be debited to Profit and 
Loss Account 

In the above circumstances, an auditor should examme 
the whole facts most carefully, and see that the profits 
before the date of mcorporation, or the date when the 
agreement for sale was adopted, are ascertaiiled as accur- 
ately as possible, and are not made available for dividend 
or used for revenue purposes 

For like reasons, if a loss is incurred before the date of 
mcorporation, such loss is a capital loss and may be treated 
as such m the accounts of the company The amount of 
the loss before the date of mcorporation should be ascer- 
tained m exactly the same way as is explamed above m 
connexion with profits The amount of the loss before the 
date of mcorporation IS generally debited to Capital Reserve, 
if such Reserve exists, or added to Goodwill 
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Calls in Arrear 

If any calls have not been paid, a debit b^glance will 
appear upon the Call Accounts in the General Ledger, and 
the details making up these balances will be ascertamed 
by reference to the Share Ledger These unpaid calls 
should be brought to the notice of the diiectors by the 
auditor, who should see that the total thereof is shown 
as a deduction from the issued capital in the Balance 
Sheet 

Calls Paid in Advance 

Any calls paid in advance should appear to the credit of 
a special account, or as credit balances upon CaU Accounts, 
and the auditoi should venfy the details makmg up the 
total by reference to the Share Ledger The total of the 
calls paid in advance should appear as a separate item m 
the Balance Sheet 

Forfeited Shares 

Shares may be forfeited for non-payment of calls, if 
express power to this effect is contained in the Articles 
In cases where shares are forfeited in this way, an auditor 
must see that the Articles give the directors this power, 
and, further, that the provisions of the Articles have been 
carried out as regards giving the defaultmg shareholder 
proper notices The mmute of the directors forfeiting 
the shares must be inspected, and it must be seen that the 
correct entries have been made m the financial books to 
record this transaction, and that the Share Ledger has 
been adjusted accordingly The amount called up upon 
the shares forfeited must be debited to Share Capital 
Account and credited to a Forfeited Shares Account , 
and the debit balances upon the CaU Accounts, which 
represent the calls due upon these shares but unpaid, 
should be wntten off to the debit of the Forfeited Shares 
Account , the latter account wiU then show a credit balance 
equalhng and representing the amount paid up upon the 
shares forfeited If these shares are re-issued at a discount, 
which can be done provided the discount does not exceed 
the amount already paid upon the shares by the old 
shareholder, any such discount should be debited to the 
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Forfeited Shares Account, and if, thereafter, this account 
shows a credit balance, this represents the final piofit upon 
the forfeiture, which piofit should be transferred to general 
reserve, or used to write down prehininaiy expenses or 
fixed assets But there is nothing in the Compames Act 
to prevent this profit being credited to Profit and Loss 
Account, subject, of course, to any restnctions provided 
in the Articles of the particular company If, at the date 
of the Balance Sheet, the shares have not been re-issued, 
the auditor should see that the ciedit balance upon the 
Foi felted Shares Account is shown as a separate item in 
the Balance Sheet, bemg described as "amounts paid up 
upon shaies forfeited " 

Directors’ Fees 

As regards the vouching of directors’ fees, the Articles 
should be inspected and the provisions thereof carefully 
noted The amount of the fees may be fixed by the 
Articles, or it may be left to the shareholdeis to vote the 
amount, m which latter case the shareholders’ minute should 
be examined On the other hand, directors are some- 
times paid by the attendance, m which case the Directors’ 
Attendance Book must be inspected, and the number of 
attendances of each director counted The auditor should 
also examine the Register of Directors and Managers, to 
ascertain who are the directors of the company, and he 
should then see that each director receives only the amount 
properly due to him Receipts should be obtamed, though 
endorsed cheques^ only are sometimes produced to the 
auditor, and if the signatures are known, these are sometimes 
considered sufficient 

If the income tax upon the directors' fees has been 
paid by the company, such tax must be deducted from 
the fees when paying the directors, though nowadays the 
directors are generally assessed for mcome tax direct in 
respect of their fees, in which case the company pays the 
fees in full, The mcome tax upon directors’ fees must 
never be borne by the company, unless the shareholders 
have voted the fees free of tax, and the total' of the fee, 
plus the tax, is within the maximum fee (if any)~provided 
for by the Articles ^ 
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Fees accrued but unpaid at the date of the Balance 
Sheet, must be provided for Sometimes, m bad years, 
an auditor is informed that the directors have agreed to 
waive their fees, but even m these circumstances the 
auditor must insist upon such fees being either included 
in the accounts or referred to m his report, unless all the 
directors have voted upon and signed a minute or memo- 
randum, by which they all mutually agree to renounce 
formally all claim to their fees for the period of the accounts , 
otherwise, an agreement under seal with each director 
would be necessary The auditor must, therefore, see that 
these requirements have been comphed with 

If the directors are entitled to a percentage of the 
profits, the auditor should inspect the provisions of the 
Articles, by virtue of which such percentage is paid, and 
he should also see that the percentage is correctly calculated 

The total amount of the remuneration, emoluments, 
etc , paid to the directors, includmg amounts received from 
subsidiary compames, must be stated m the accounts, 
as also must loans to directors and officers of the company 
The provision as regards remuneration paid to directors 
does not apply to a managing director of the company 
In the case of any other directors who hold, any salaned 
offices or employment m the company all that has to be 
disclosed m the accounts is the sum paid to them by way 
of directors' fees , (Section 128 ) 

Section 148 provides that if the members of the com- 
pany holding one-fourth of the aggregate number of votes 
make demand m writing to that effect, then the diiectors 
shall furmsh to aU members of the company a statement 
certified by the company’s auditors, showing as respects 
each of the last three precedmg years the aggregate amount 
of remuneration or other emoluments received by the 
whole of the directors of the company, includmg the manag- 
mg director and directors holding service agreements 
This aggregate shall mclude amounts received by directors 
from subsidiary compames, and any income ^and sui-tax 
paid by the company in respect of the remuneration or 
emoluments of directors Any director who fails to comply 
with the prbvisions of Section 148 is hable to a fine not 
exceeding fifty pounds 
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Directors’ Expenses 

Directors are not entitled to tlieir travelling expenses to 
attend board meetings, unless expressly allowed by the 
Articles, but they are entitled to proper expenses if travelling 
upon the business of the company, and m this latter case 
they should produce vouchers, and it is advisable that 
the amounts paid to them, if substantial, should be 
passed at the board meetings The auditor, therefore, 
should mspect the receipts and the directors’ minutes, 
and satisfy himself that the expenses appear to be 
reasonable 

Managing Director’s Remuneration 

The Articles must give power to appoint a managing 
diiector, and such power is generally vested in the directors, 
who also fix the remuneration payable The auditor must, 
therefore, inspect the Articles, and the minute of the 
directors, seeing that the remuneration paid is in accordance 
therewith If there is a contract with the managing 
director, this should be inspected 

Minute Books t 

It IS most important that an auditor should mspect both 
the directors’ and the shareholders’ Mmute Books, for the 
minutes are the only authority for many of the transactions 
of a company, and, apart from this, by reading the minutes, 
an auditor often becomes aware of important matters that 
are takmg place, and which should be provided for m the 
accounts, such as pending litigation in connexion with 
disputed claims 

The following are examples of matters for which the 
shareholders’ mmutes are the authority — 

Passmg and adoption of the accounts 
Transfers to general and other reserves 
Declaration of dividends 
Appomtment and remuneration of directors 
Appomtment and remuneration of auditors 
The alteration of the Articles 

The followmg are examples of matters, to authorize 
which directors’ mmutes are necessary — 

The issue of share capital 
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Allotment of shares 
Calls 

The forfeiture of shares 
Adoption of contracts 

Appointment and remuneration of officials <■ 

Declaration of interim dividends and, if authorized by 
the Articles, final preference dividends 

Appomtment and remuneration of managing director 
In an Austrahan case under the name W allerawang 
Colhenes Ltd v Bnerly and Others, which appears and is 
reviewed m. The Accountant of the 23rd June, 1934, the 
case turned upon the Minute Book The secretary had 
defrauded the company to the extent of over ^17,000 
in connexion with eighty-five cheques The directors’ 
minutes contained lists of the cheques drawn and had the 
lists contained in the Minute Book been compared by the 
auditors with the Pass Book the fraud must have been 
discovered Damages were claimed against the auditors, but 
the Court found m their favour 

In cases when information is disclosed m the Minute 
Books, in the writer’s opimon, an auditor is unwise if he 
does not apply reasonable tests with a view to verification of 
such transactions with the records in the books of account 

Dividends 

The declaration of dividends is vested in the share- 
holders, except in the case of interim dividends, and in 
some cases the interim and final dividends upon preference 
shares, in which cases the Articles sometimes expressly 
authonze the directors to declare these Articles usually 
provide that the directors shall recommend the dividends 
to be declared by the shareholders, and that the share- 
holders shall have no power to vote dividends in excess of 
those recommended by the directors Accordmg to the 
general practice, no entries are made m the books or the 
accounts until after a dividend has been declared, and 
dividends proposed by the directors are not mcluded m 
the accounts presented to the shareholders, but in the 
Directors’ Report Immediately the dividends are de- 
clared by the shareholders the entries must be passed 
through the books, for the dividend then becomes a legal 
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liability In practice, proposed dividends are, however, 
commonly included m the accounts of a company, pro- 
vided that the position is made quite clear on the accounts, 
there is no call for any action on the part of the auditor The 
practice of includm^ proposed dividends in the accounts is 
gaming ground and is strongly recommended by the 
author, whose views upon this pomt are explamed m 
Chapters IV and XIII 

INTERIM DIVIDENDS There must be express power 
m the Articles to declare interim dividends, and an auditor 
must, therefore, mspect the Articles and the directors' 
minute declarmg the dividend Before declanng, however, 
the directors must use reasonable care m order to satisfy 
themselves that such dividend is justified, and, for tlus 
purpose, accounts for the half-year or period should be 
prepared, full provision bemg made for depreciation, 
reserves for bad debts, and outstandings The condition 
of trade, and the prospects of the coming half-year or 
period should be considered, for it is quite possible that 
the first half of the year may show a profit, which may be 
entirely swallowed up by a loss in the succeedmg half-year, 
and it must be remembered that an mterun dividend is 
on account of the fuU year’s profits If a Budget system is 
m force, the Budgets will be a great assistance m this 
connexion It should also be seen that the company has 
sufficient cash available to pay the dividend If asked to 
advise as regards the declaration of an mtenm dividend, 
an auditor should go into all the cucumstances most 
carefully, and see that proper accounts have been prepared, 
and that the whole position has been adequately considered 
DIVIDENDS ON PREFERENCE SHARES The 
Articles sometimes give the directors power to declare the 
dividends upon the preference shares, in which case, agam, 
they must use every precaution to see that the accounts 
justify such dividends If there is no such express power m 
the Articles, preference dividends, like dividends upon 
the ordmary shares, can only be declared by the share- 
holders 

VOUCHING DIVIDENDS The auditor must mspect 
the minute declarmg the dividend and see that the total 
paid agrees therewith Income tax must be deducted 
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unless the dividend is declared “free of tax,” and, m the 
former case, the gross amount of the dividend is generally- 
debited to Appropriation Account, and the tax deducted 
credited to the Income Tax Account, against the tax payable 
under the assessment made upon the company This is the 
common practice m this country, hut several compames 
are now debiting dividends less income tax to the Appro- 
priation Account, and this course is, m the author’s opimon, 
preferable In the case of income tax deducted from a 
dividend, the company is not accountable for this to the 
revenue The company’s income tax habihty is arrived 
at upon the basis of its Profit and Loss Account, and is m 
no way affected by dividend payments In the water’s 
opmion, therefore, it is desirable to show m the accounts 
the full charge for mcome tax and to show m the Appro- 
priation Account the actual payment to the shareholders 
for dividend and which is the net amount 

With mcome tax at 4s in the ■£ a dividend at the rate 
of 5 per cent less tax and one at 4 per cent free of tax result 
in exactly the same payment to the shareholders, le 5^4 
upon every ^xoo of share capital In both cases the final 
effect, as regards the company and the shareholders, is 
exactly the same, the only difference being that the wordipg 
of the dimdend resolution is not the same In these cucum- 
stances, in the water’s opmion, the orthodox practice is 
most confusing as it results m the Appropriation Account 
being shown quite differently m these two cases 

In the case of interest on debentures and loans, the 
company is accountable to the Revenue for the mcome 
tax deducfed upon payment of such interest In this case 
therefore Interest Account must be debited with the gross 
interest and the mcome tax deducted should be created 
to the Income Tax Account The mcome tax habihty 
debited to this account wiU include the habdity in respect 
of the mcome tax upon such mterest The amounts paid 
to the vaaous shareholdeis can be vouched with the 
returned and receipted dividend warrants 

An increasing number of pubhc companies in this country 
are adopting this practice, which was endorsed in leading 
articles that appeared in The Accountant, Vol XCI, page 
265, and Vol XCVI, page 254 n 
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UNPAID DIVIDENDS If certain shareholders cannot 
be traced, the dividends declared and due to them should be 
credited to a special account, and shown separately on the 
Balance Sheet The Articles sometimes fix a period after 
the expiration of winch, if such dividends have not been 
claimed, they may be foifeited — but there must be expiess 
power to this effect, otherwise dividends do not become 
statute barred until the expiration of twenty years from 
the date of declaration, and the shareholder can claim 
them at any time withm this period Forfeited dividends 
should be transferred to general reserve, although, subject 
to the Articles, there is notlnng to prevent a company 
crediting them to Profit and Loss Account 
ARREARS OF CUMULATIVE PREFERENCE DIVI- 
DENDS If there are arrears of dividend upon cumulative 
preference shares, the amount of such arrears should be 
stated upon the Balance Sheet in the form of a note, but an 
auditor cannot insist upon this No actual liability exists 
at date, and no liability will arise unless and until sufficient 
profits are made m the future, and, further, until the 
arrears of dividend are declared either by the directors or 
by the shareholders, according to the terms of the Articles 
It will be seen, therefore, that this is a question of the 
future If and when sufficient profits are made, these 
arrears will have to be made up before there can be any 
dividend to the ordinary shareholders, and it wiU then be 
the duty of the auditor to see that this is done But, in 
the meantime, it cannot be said that the Balance Sheet 
does not show a true and correct view of the state of affairs 
unless a note of the arrears of preference dividencl is stated, 
for the Balance Sheet reveals the position of the company 
as a whole at a given date, whereas, the only purpose 
served by such a note is to show how the first profits 
which may become available for distribution m the future 
will be divided between the different classes of shareholders 



CHAPTER X 

PROFITS AVAILABLE FOR DIVIDEND 

In the case of a company, the accounts are prepared hy 
the directors, in whom also rests the power to recommend 
the dividends to be declared by the shareholders in general 
meeting The shareholders appoint their auditor for the 
express purpose of ascertaimng whether the accounts laid 
before them show the true and correct position of affairs, 
and, consequently, whether or not any profits, shown as 
available for distribution, have, m fact, been earned The 
shareholders must of necessity depend upon the auditor in 
this respect, and, therefore, it wiU be seen that the question 
of what profits are available for dividend is one with which 
an auditor constantly has to deal It follows that it is 
essential that he should have a thorough loiowledge of 
tins most comphcated question 

Profits Available for Dividend 

In Chapter IV it is shown that in most cases it is impos- 
sible to obtain absolute exactitude in ascertaining the 
profits of a busmess, because such profits are dependent 
upon the valuation of the assets of the concern A true 
profit should be represented by a correspondmg increase m 
the surplus of assets over habihties, but as it is impossible 
m most cases to arrive at the exact value of aU the assets, 
it is neeessary that the value thereof should be estimated 
in accordance with certam accepted rules Further, true 
profit IS not amved at unless the ongmal capital, plus any 
additions thereto, is intact, therefore, if any part of such 
capital has been invested m assets that have depreciated 
in value by reason of the fact that they are of a wasting 
nature, or are in process of bemg consumed in the course 
of earning revenue, or if, for any other reason, any part 
of the capital has been lost, then such wastage must be 
made good out of revenue before the true profits can be 
ascertamed However, the Companies Act, 1929, neither 
provides ,as to' the exact manner in which the profits 
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of a company are to be ascertained, nor does it enact that 
only " true profits ” may be distributed as dividend 

The penodical ascertainment of the profits of a business is an operation 
of such practical importance as to be essential to the safe conduct of the 
busmess itself, but to follow out the stnct consequences of the above 
conception of profit m makiiig out the annual accounts would often be very 
difficult m practice Hence the stnct meanmg of the word "profit ’ is 
rarely observed m drawmg up the accounts of firms and companies 
These are domestic documents designed for the practical guidance of 
those interested, and so long as the pnnciple on which they are drawn 
up is clear, their value is dimmished httle, li at all, by certam departures 
from the strict definition, which lessen greatly the difficulty of makmg 
them out Hence certain assumptions have become so customary in draw- 
mg up Balance Sheets and Profit and Loss Accounts that it may almost 
be said to requue special cucumstances to mduce parties to depart from 
them {Spamsh Prospecting Co Lid ) 

It will be found that m some cases profits may be avail- 
able for dividend, although the ongmal capital of the 
company is not mtact In every individual case m practice, 
the provisions of the Memorandum and Articles of Associa- 
tion of a company are of the utmost importance when 
considering the question of the divisible profits For if, 
when a company is formed, it is provided in its Articles 
that losses of capital shall be made good out of profits, 
and the method of ascertaimng the profits available for 
distribution is precisely defined, these provisions wiU 
be compulsory m this particular case If, on the other 
hand, the Aifticles provide that the original capital need not 
be kept mtact out of current revenue, then m such a case 
it may qmte well be that a company could pay dividends 
out of bona fide trading profits, without replacmg previous 
losses of capital *‘For, in such cases, it is with a know- 
ledge, actual 01 piesumcd, of the teims of Llic Articles that 
shareholdeis ha\e subscnbcd and that ci editors have 
traded with the company and although the payment of 
dividends might be deemed financially impiudent, the 
Companies Act docs not piohibit such a proceethng, and 
neither shareholdeis nor crcditois can subset[ucntly com- 
plam of what was one of the cxpicss intentions of the 
company 

From time to time circumstances of difficulty have 
aiisen m practice in connexion with the question of the 
profits. a\ ailable foi dividend in partn ulai cases, and have 
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become matters of dispute between interested parties 
As the Compames Act is not defimte upon this subject, 
the points in dispute have had to be submitted to the 
Courts for decision In such cases, the whole of the 
circumstances are investigated, and the Court decides 
what IS fair and equitable m the circumstances of the 
particular case There are several very important cases 
that have been decided in this way, and the rules thus 
laid down are applicable m cases in which the circumstances 
are identical But it must be borne in mmd that the 
Courts decide any particular case entirely upon the circum- 
stances of that case, and, further, that previous decisions 
may be reversed when a similar case comes before the 
Courts again Therefore, the decided cases can be accepted 
only as an indication of what the Courts probably would 
decide in similar circumstances Again, as the rulmgs m 
decided cases are not all entuely in accord with one 
another, it is extremely difficult to generahze upon this 
subject However, two root prmciples are that the share- 
holders’ capital may not be used to pay a dividend, and 
that a dividend can only be paid out of a bona fide surplus 
or profit For example, if a company were to distribute 
the proceeds of sale of one of its fixed assets, such a dividend 
would be paid out of capital, and would be in reahty a 
return to the shareholders of part of the capital that they 
subscribed If a company paid a dividend m spite of the 
fact that the Profit and Loss Account showed a loss, then, 
again, such dividend would have been paid out of capital, 
for there would be no surplus or profit available out of which 
it could be paid If, in the accounts, the profits are over- 
stated and the whole of such supposed profits have been 
distributed as dividend, the dividend must have been 
paid out of the shareholders' capital, to the extent to which 
the profits are overstated 

When arnvmg at the profits available for dividend, 
agamst the mcome of any period, there must, of course, 
be charged aU the current expenditure and charges that 
have been mcurred m producmg such mcome, but points 
of considerable difficulty arise m connexion with the 
treatment of the depreciation of wastmg assets and capital 
losses, and these will now be considered 
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Capital Profits 

The surplus, or profit available for distribution as 
dividend, is not confined to revenue profits only, but in 
certain cases may include capital profits Suppose, for 
example, a fixed asset costing £iSoo is sold for £2000, a 
clear surplus or profit of £^00 has been made, and assuming 
that, apart from this, the share capital remains mtact, this 
£500 could be distnbuted as dividend without violating the 
above principles 

In the case of Lubbock v BnUsh Bank of South Amenca 
the company had sold its business in Brazil and had reahzed 
upon this sale a profit of £200,000 It was held that this 
profit was available for distribution as dividend 

In the case of Foster v New Trimdad Lake Asphalte 
Co Ltd , the company upon its formation had taken over, 
amongst other assets, a debt of $100,000, this debt being 
deemed to be of no value Subsequently, this debt realized 
£26,258, and it was sought to treat this sum as a capital 
profit and make it available for distnbution as dividend 
It was held that this sum could not be distributed as 
dividend without havmg regard to the results shown by 
the accounts as a whole Part of the judgment reads — 

I must not, however, be understood as determining that this sum or a 
portion of It may not properly be brought mto Profit and Loss Account 
m ascertainmg the amount available for dividend That appears to me 
to depend upon the result of the whole account for the year It is clear, 
I think, that an appreciation in total value of capital assets, if duly 
reahzed by sale or gettmg in of some portion of such asset^, may, in a 
proper case, be treated as available for purposes of dividend 

From this it is clear that a profit on the realization of one 
capital asset cannot be distnbuted as dividend without 
havmg regard to the results shown by the year’s accounts 
as a whole 

Wasting Assets 

In the case of Lee v Neuchatel Asphalte Co , it was 
decided that where a company was formed to work a 
wastmg asset, such as a mine, and its Articles specially 
stated that it was not necessary to provide for the depre- 
ciation of such wastmg asset, there was nothing m the 
Compames Acts to compel it to do so 

In the case of names, depreciation of the mme itself is 
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not, in practice, usually provided for out of the current 
profits, because ordinanly the object of a imrung company 
IS to work a particular mme only, and not to acqmre and 
work other mines after the origmal one is exhausted 
The life of the company is, therefore, roughly equal to the 
life of its pnncipal asset, and when the latter is worked out 
the company wdl wmd up 

The position, therefore, is a somewhat peculiar one, for 
it will be seen that the ore that is sold is part of the com- 
pany’s mam capital asset, and that when the whole of the 
ore has been raised and sold the value of the mme is 
entirely exhausted, apart from any scrap value there may 
be m surface works and land Ordmanly, the main object 
of such a company is to acqmre this asset, sell the whole 
of the valuable part thereof — ^that is, the ore — and then to 
wmd up Now, what is the actual effect of providing for 
depreciation m such a case? Out of the proceeds of the 
sale of ore will be paid all the expenses of laismg it, and 
all the expenses, losses and charges of the company, 
and now, further, it is proposed to charge against each 
year’s Profit and Loss Account a sum suf&cient to accumu- 
late, by the time the rmne is worked out, the whole of the 
ongmal capital sunk in acqmrmg and eqmppmg the property , 
therefoie, if these provisions for depreciation are correctly 
estimated, then, when the company is finally wound up, the 
shareholders' capital will be returned to them in full 

During the hfe of the mme the whole of this capital 
which IS gradually being accumulated is not required for 
the purposes of the busmess If the company started 
with sufficient working capital, therefore, the whole of 
these accumulated funds must be invested outside the 
busmess, and so remain until the final wmdmg up, when 
they will be realized and paid over to the shareholders 
It will be seen that there is no asset reqmrmg replacement, 
and that this question affects the position only upon final 
wmdmg up The whole of the amounts realized upon the 
sale of ore, after payment of ah expenses, are payable to 
the shareholders, but if depreciation is provided for, a 
proportion thereof will not be paid over as and when they 
are reahzed, but will be accumulated and paid over only 
at the end of the hfe of the mme 

15— (B 132+) 
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Now, in practice, shareholders, as a rule, prefer that the 
whole of the surpluses, after expenses have, of course, been 
deducted, should be paid over to them at once, and not that 
large sums should be accumulated in the hands of the 
directors The original capital invested m the mme is 
regarded "as sunk and gone, and if the company retains 
assets sufficient to pay its debts, any excess of money 
obtamed by workmg the property, over the cost of workmg 
it, may be divided amongst the shareholders ” With 
each dividend the shareholders are in this way in effect 
obtaimng a partial return of capital, and, therefore, 
individually, they should not regard the whole dividend as 
mcome, but should treat part as a return of capital, and 
re-invest that part Upon winding up, of course, probably 
there will be httle or no return to the shareholders, but the^ 
will look to the dividends paid durmg the life of the mme to 
repay to them their capital, and also to pay them for the 
use of it 

It IS suggested by some, therefore, that this is quite a 
reasonable business proposition, *and there is nothing in 
the Compames Act to prevent a company adopting this 
policy, so that, if the shareholders decide on this course, 
and, for instance, provide to this effect in the Articles 
of the company, the law will not prevent them from 
doing so If, on the other hand, they decide that the 
depreciation of# the wasting asset shall be charged against 
profits, and provide to this effect m the Articles, then the 
company is bound to provide for such depreciation out 
of the current earnings before showing profits available 
for dividend, it will be seen that the whole matter, in 
these cucumstances, rests in the hands of the shareholders, 
and it IS the auditor’s duty to see that the whole situation 
is made quite clear to them 

The principle of not providing foi depreciation of such 
wasting assets is undoubtedly an unsound financial pohcy 
Against the proceeds of the sale of the ore there should 
obviously be charged, in addition to the cost of raising, 
the cost j-w situ of such ore It is strongly contended by 
many authorities that full provision should be made for 
the depreciation arismg directly m consequence of the 
extraction of the mmerals As the law stands, however, 
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it IS not compulsory to provide for such depreciation 
and therefore the auditor cannot m practice enforce his 
views, however strongly he may be of opimon that the 
principle is unsound 

In the past, in cases where depreciation of the wasting 
asset was being provided for, the funds so accumulated 
could not be utihzed durmg the hfetime of the company 
m order to redeem share capital, but the Compames Act, 
1929, gives compames the power to issue redeemable pre- 
ference shares The wise course in the future, it is suggested, 
would be to issue such redeemable prefeience shares to an 
amount covermg the value of the wasting asset and redeem 
the capital out of revenue over the period of the wasting 
asset's life In this way the annual amounts distributed 
would be clearly earmarked as to the proportions repre- 
sentmg capital and mcome respectively, and thus the position 
would be made clear to the individual shareholders 

Depreciation of Plant and Machinery 

Before going further, it may be well to contrast the 
above position with that of a manufacturing company as 
regards the capital sunk in plant and machinery In this 
latter case, it wiU be seen that the object of the company 
IS not to continue only for the term of the life of the origmal 
plant, but to contmue to trade more or less indefinitely 
Therefore, in order to carry out this object, when the 
ongmal machinery is worn out and useless, the same must 
be replaced, or the company cannot contmue to trade 
Therefore, out of the earmngs of the origmal machmery, 
there must be provided a sum for the depreciation thereof, 
so that, during the penod of its workmg hfe, the capital 
sunk IS replaced, and, when the machinery is worn out, 
this sum IS available to purchase the necessary new plant 
Therefore, when assets must be replaced m order that a 
company may carry out its objects, the depreciation of 
such assets must be provided for 

This IS made clear m the case of Re Crabtree, Thomas 
V Crabtree, part of the judgment readmg— 

But in the ordinary course of ascertaining the profits of a business 
where there is power machinery aild trade machmery which is necessary 
m order to perform the work of the busmess, it is, m my opinion, essential 
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that in addition to all sums actually expended in repainng the machinery, 
or in renewing parts, that there should also be written off a proper sum for 
depreciation, and that sum ought to be wntten off before you can arrive 
at the net profits of the business The only authonties referred to 

were those of companies formed to work a wastmg property, and m such 
a case all profit arismg from the wasting property is divisible without any 
deduction for the depreciation in value of the wastmg property That is 
because the object of the company was to acquire a wastmg property and 
to divide all the profits That is not so here The profits of this business 
are not ascertained until a sufficient sum has been deducted to meet the 
depreciation of the machinery 

Capital Losses 

Another very important case is Verner v General and 
Commercial Investment Trust In this case, the company 
owned various investments producing income, and the 
Profit and Loss Account showed a profit, but the value of 
the mvestments had seriously depreciated 

The question raised by this case was whether a company 
which had lost part of its capital could lawfully declare or 
pay a dividend without first making good the capital which 
had been lost , it was held that, although this course might 
sometimes be very imprudent, yet there was no law which 
prevented it in all cases and under all circumstances Part 
of the judgment reads as follows — 

There is no law which prevents a company from sinking its capital in 
the purchase or production of a money-making property or undertaking, 
and m dividmg the money annually yielded by it without preservmg the 
capital sunk so as to be able to reproduce it mtact either before or after 
the windmg up of the company A company may be formed upon the 
pnnciple that no dividends shall be declared unless the capital is kept 
undimmished, or a company may contract with its creditors to keep its 
capital or assets up to a given value But, m the absence of some special 
Article or contract, there is no law to this effect, and, m my opinion, for 
very good reasons It would, m my judgment, be most inexpedient to 
lay down a hard and fast rule which would prevent a flourishmg company 
either not m debt or well able to pay its debts, from paymg dividends so 
long as its capital sunk m creatmg the business was not represented by 
assets which would, if sold, reproduce m money the^ capital sunk Even 
a sinkmg fund to replace lost capital by degrees is not required by law 

It will be seen that the company, by declanng this 
dividend, is not paymg the same out of the shareholders’ 
capital, but is paying it out of a bona fide revenue surplus, 
but without providmg for a previous loss of capital, which 
IS quite a different matter, the pomt, therefore, is Must 
losses of fixed capital be made* good out of revenue, before 
profits are available for dividend? From this and other 
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cases, it would appear that the matter, again, rests with the 
shareholders If the company provides tW its capital 
must be kept intact before profits are available, then the 
company is bound to do so , but if the shareholders do not 
require their capital to be maintamed out of revenue, then 
this course is not illegal, and, provided there are bona fide 
revenue surpluses, these are available for dividend 

But it must be observed that this case clearly holds 
that floatmg assets must be properly depreciated before 
arriving at the amount of the profits available for dividend, 
for pait of the judgment reads as follows — 

Perhaps the shortest way of expressing the distinction which I am 
endeavourmg to explain is to say that fixed capital may be sunk and lost, 
and yet that the excess of current receipts over current payments may be 
divided, but that floatmg or circulating capital must be kept up as 
otherwise it will enter into and form part of such excess, m which case to 
divide such excess without deductmg the capital which forms part of it 
will be contrary to law 

In the circumstances of this case the non-provision for 
capital losses was unquestionably a bad financial pohcy, 
but this case would appear to show that there is nothing in 
the law to compel a company to run its business upon sound 
financial hnes, so that if, for mstance, a company provides 
m its Articles that it need not keep up capital out of 
revenue, then every shareholder subscribes upon this basis, 
and, consequently, there is nothing illegal in the company 
carrying out this policy 

In the case of Bolton v Natal Land and Colomsation Co , 
the position was that m the year 1882 a bad debt of £'/o,ooo 
was incurred and was written off to Revenue Account 
At the same time the value of the company’s land was 
written up by £yo,ooo, this increase being credited to 
Revenue Account In the year 1885 a trading profit 
was made and a dividend declared This action was 
brought to restrain the payment of the dividend, on the 
grounds that the value of the land was overstated and that 
the difference between the true value of the land and the 
book value should be -written off against the available 
pjrofits It was held that even assummg that part of the 
capital had been lost in the past and had not been subse- 
quently made good, that that was not sufficient ground for 
restraming the payment of the dividend 
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In the case of W timer v McNamara it was held that the 
company could declare a dividend without providing for 
depreciation of fixed assets A trading profit of ;^58oo 
had been earned, but no provision was made for deprecia- 
tion of leases, goodwill or plant, although, in previous years, 
depreciation to a considerable extent had been provided for 
The judge, however, appeared to be doubtful as to whether 
sufficient depreciation had been provided for the leaseholds 

In the case of The Ammonta Soda Company, Ltmtted, 
V Chamberlain and Others, the circumstances were that 
the company had a debit balance upon Profit and Loss 
Account of £12,970 In boring for water a new bed of 
rock salt of a thickness of 666 feet was discovered, 
the existenpe of which was previously entirely unlcnown 
and unsuspected The value of the company’s land was 
written up by £20,542 and the debit balance on the Profit 
and Loss Account was set off against this increase This 
transaction was made clear in the published accounts 
Subsequently profits were earned and paid away as dividend 
The company brought this action against the directors, 
contendmg that the dividend had been paid out of capital 
and seekmg to make the directois liable to refund It was 
held that these dividends could not be restrained, part of 
the judgment readmg as follows — 

In his (his Lordship’s) opinion the directors in acting as they did were 
merely statmg m their Balance Sheet what, upon reasonable grounds, 
they beheved to be the real value of their assets The dividends com- 
plamed of, paid out of net earnings in the subsequent years, were not paid 
out of capital but out of profits, and the defendants were, in his opinion, 
under no habihty whatever to repay them or any part The real 

question was — ^were these dividends paid out of capital? There was no 
dispute between the parties that these dividends were not paid out of the 
subscribed capital in the ordinary sense , on the contrary, it was admitted 
that they were paid out of net profits earned durmg the period in respect 
of which the dividends were paid The plamtiffs contended, however 

that although these were net profits earned during the penod, they were 
not available for dividend and could not really be considered profits as m 
the earher penod of the company's history a loss had been mcurred, and 
that until such loss had first been made good, there could not be any profits 
m the true sense of the word In his Lordship’s judgment this argument 
was unsound and had been exposed agam and agam The Companies Acts 
did not impose any obhgation upon a limited company, nor did the law 
require that it should not distnbute as dividend the clear net profits of 
Its trading unless its paid up capital was mtact or until it had first made 
good all losses mcurred m previous years 
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Fiom a consideration of these cases it is clear that a 
company is not bound to make good, out of subsequent 
trading profits, previous losses of capital 

In the case of S tap ley <§• Read Bros Ltd , the circum- 
stances were that the company had written off out of 
profits the whole of the goodwill, 140,000 In addition, 
undistnbuted profits to the amount of ;^4o,ooo had been 
capitalized by the issue of 40,000 £x bonus shares 
Subsequently, losses were mcurred and at the end of the 
year 1923 the Profit and Loss Account showed a debit 
balance of ;^20,504 and the preference dividends had not 
been paid for the three years 1921, 1922, and 1923 

The directors proposed that £40,000 should be credited 
to reserve and debited to goodv^, thus writmg back to 
reserve part of the profits that in previous years had been 
capitalized The directors also proposed that the debit 
balance of £20,504 on the Profit and Loss Account should 
be written off agamst this reserve, and that the three 
years’ preference dividends should be declared and paid 
out of the balance on the Reserve Account 
The action was brought with a view to restraimng the 
payment of these dividends upon the grounds that profits 
originally apphed in wnting down the value of assets 
should not subsequently be written back 
The action failed upon the grounds that if the amounts 
written off goodwill out of profits had been credited to 
reserve instead, they would have been available It was 
admitted that the goodwill was worth £40,000 *The past 
accounts had been approved by the shareholders, but 
they had not thereby bound themsdves permanently to 
capitalize the profits used to write down goodwill The 
Judge held, therefore, that the shareholders could wnte 
back the £40,000 and that this transaction was not contrary 
to the Acts or the company's regulations, and it was not 
prejudicial to the creditors 

The case of Brown v Gaumont Bnhsh Picture Corpora- 
tion Ltd raised the question as to whether the premium 
on an issue of shares was available for distribution as 
dividend The dividend was upheld, part of the judgment 
reading “subject always to the question whether there 
may be something in the Articles of Association that inter- 
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feres with it, there is notlrmg legally wrong in a company 
dividing among its shareholders a premium obtained on 
the issue of shares so long as the sum it pays out does not 
form pait of the capital subscribed upon the shares, but 
the premium, of course, is something additional to the 
capital subscribed upon the shares " Upon this subject 
the reader is leferred to a very able article appearing m 
The Accountant, Vol XCVI, page 894 

The Interests of Creditors 

One of the mam objects of the rule prohibitmg the 
payment of dividends out of capital, is that the funds 
available to pay creditors must not be depleted by the 
payment to shareholders of improper dividends Part of 
the judgment in the case Gmnness v Land Corporation of 
Ireland reads as follows — 

the capital of the company as mentioned m the Memorandum 
IS to be the fund which is to pay the creditors in the event of the company 
bemg wound up From that it follows that whatever has been paid by 
a member cannot be returned to him In my opmion, it also follows that 
what is described in the Memoiandum as capital, cannot be diverted from 
the objects of the society It is, of course, liable to be spent or lost m 
carrymg on the busmess of the company, but no part of it can be returned 
to a member so as to take away Irom the fund to which the creditors 
have a right to look, as that out of which they aie to be paid 

It Will be seen, therefore, that, in the interests of the 
creditors, the capital of a company must be used exclusively 
for the purposes of carrymg out the objects of the company 
Such objects are set out in the Memorandum Further, 
a dividend may be paid only out of a bona fide surplus or 
profit, as otherwise the capital available for the payment 
of creditors is reduced 

Position of the Auditor as Regards this Question 

The auditor has no concern in the prudence or imprudence 
of the financial policy of a company, except in so far as 
he may be requested to give his advice The auditor’s 
responsibihties are to see that the regulations of the company 
are comphed with and that the position of affairs is made 
clear m the accounts submitted to the shareholders For 
this purpose, therefore, he must be fully conversant with 
the principles and rulings govermng this question, and m 
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cases that arise in piactice he must investigate thoroughly 
the whole of the circumstances If the auditor is of opimon 
that the accounts do not show a true and. correct view 
of the state of the company’s affairs, then if the directors 
refuse to amend the accounts, he must report to the share- 
holders, when his responsibihties are complied with 

Conclusions 

The conclusions to be drawn from a consideration of these 
cases may be summarized as follows — 

(1) The law does not attempt to define how profits 
available for distribution as dividend are to be arrived 
at This question is left to each company to decide 
for itself, provided that the company’s regulations are 
complied with 

(2) Share capital cannot be distributed as dividend 

(3) A dividend pre-supposes a surplus or profit 

(4) A dividend cannot be paid which has the effect 
of leaving the company in the position of not being able 
to pay its creditors 

(5) A company formed to work a wasting asset need 
not provide out of profits for the depreciation of such 
asset provided that this is m accordance with the 
company’s regulations 

(6) Losses of capital need not be made good out of 
subsequent profits, provided that the regulations of the 
company do not provide to the contrary 

(7) Capital profits aie available for distribution as 
dividend, provided that they are realized profits, and 
that in arriving at the amount available, all charges 
and losses, both capital and revenue, for the period 
are brought mto account 

(8) In the case of a manufacturing company, provision 
must be made for depreciation of plant and machinery 

(g) The whole position of affairs must be made clear 
to the shareholders m the accounts submitted to them 
and it IS the duty of the auditor to see that this is the 
case 
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(lo) It IS for the shareholders to decide what shall be 
distributed as dividend, and such dividends cannot 
be restrained provided that they are in accordance 
with the company’s regulations, they comply with the 
foregomg rulings, and that they are based upon honest 
accounts 



CHAPTER XI 

THE LEGAL POSITION OF AUDITORS 

The subject of the exact legal position of auditors is one 
of considerable complexity and difficulty The various Acts 
of Parhament dealing with the appomtment of auditors 
do not define exactly the auditor’s responsibilities and 
habilities There are several important cases deahng with 
the subject which indicate the legal view, but it is thought 
that finality has not yet been reached Even m the 
accountancy profession opimons differ, it is essential, 
therefore, that every auditor should give this matter most 
careful consideration, as each practitioner must, to a laige 
extent, fix his own standard, but by actmg up to a high 
sense of responsibility, the greatest service is rendered to 
the profession as a whole, and in the end to each mdividual 
member thereof It is impossible, m the space available, 
to deal exhaustively with this subject, but some of the 
most important cases will be considered, and, thereafter, 
the conclusions to be drawn therefrom will be summarized 

The Position of an Auditor to a Private Firm 

In the case of private firms, an auditor is not appointed 
under any statute, but is responsible m damages if his 
employers suffer any loss through his neglect or default 

In all cases where an accountant is employed to do 
either audit or accountancy work for a private firm, it is of 
the utmost importance that a clesir understandmg should 
be come to with his chent as to the exact scope of the work 
he IS to do This point has been dealt with in Chapter I 
in discussmg the difference between the duties of auditors 
appointed under statute and by private mdividuals or firms, 
and reference was made to the cases of Apfd v Annan 
Dexter & Co, Mar^Ume Insurance Co Ltd v Wtlham 
Fortune Son, and Leech v Stokes and Others 

Auditor’s Position under the Companies Act, 1929 

Under the Compames Act, 1929, Section 362, if an 
auditor in any report, certificate. Balance Sheet, or other 
215 
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document, makes a statement false in any material par- 
ticular, knowing it to be false, he is guilty of a misdemeanour, 
and IS criminally liable, and, further, should he be convicted 
under this section, tins will not reheve him from his liability 
in addition to pay damages in respect of his default 

Under Section 276, Companies Act, 1929, it is generally 
accepted that the Court has power to assess damages against 
an auditor, as an officer of the company, if he has been 
guilty of any breach of trust m relation to the company 
This section applies only where the company is in the 
course of bemg wound up 

Except for the above two sections, the Companies 
Acts are silent as to the exact responsibilities of auditors 
in connexion with the audit of the accounts of companies 
But it would appear that, as the agent of the shareholders, 
an auditor must exercise reasonable care and skill in the 
carrymg out of his duties, and that, if he fails and his 
clients suffer damage through his neglect or default, he 
is liable to them m damages What is reasonable care 
and skill depends upon the whole of the circumstances of 
the particular case But it must be pomted out that it is 
here that the whole difficulty of this question arises, for 
the circumstances of individual audits vary enormously, 
and there aie no defimte rules laid down as to the steps 
that an auditor should take before he is satisfied as to the 
correctness of a Balance Sheet Further, there is no 
doubt that there is no umform accepted practice m the 
accountancy profession, nor is it easy to see how there 
could be, except as regaids general prmciples The auditor 
must decide for himself in each case, as to what steps are 
necessary, and, foi this purpose, an auditor must be 
possessed of considerable skill, knowledge and judgment 
I,n this book an endeavour has been made to set down the 
general prmciples that should underlie every audit, in order 
that the auditor may comply with his moral and legal 
responsibilities, but it cannot be claimed that they represent 
the accepted practice of the profession 

An auditor is entitled to access to all the books, accounts 
and vouchers of the concern whose accounts he has to 
audit, and, in addition, he is entitled to such additional 
information and explanations as he may require In the 
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case of registered companies, these rights are given to him 
specifically by Section 134, Companies Act, 1929, and his 
powers and the scope of his audit cannot be limited in any 
way by either directors or shareholders, but m the case of 
private firms the scope of an audit can be limited by 
agieement, in which case the auditor’s responsibilities are 
limited accordingly , but in such circumstances, as is pointed 
out in Chapter I, it is of the utmost importance that the 
exact terms of the arrangement should be recorded in 
writing, otherwise serious difficulties may arise in the 
future 

Auditor’s Liability for Neglect 

The habihty of an auditor arises where it is proved that, 
through his neglect or default, his clients have sufiered 
damage This may arise, for example, where actual 
defalcations have taken place on the part of officers or 
employees of the concern, such as misappropnation of 
cash or stock In the case of compames, the auditor’s 
liability also may arise where the lesults shown by the 
accounts have been overstated, either through an error 
or by reason of deliberate falsification, resulting m the 
payment of dividends out of capital This may be effected 
by over-estimatmg the value of assets, such as debtors 
and stock, by insufficient provisions for depreciation of 
other assets, or by the omission to provide for habihties 
In such cases, the auditor may be held personally liable, 
if it IS proved that, had he exercised reasonable care and 
skill, he must have discovered the discrepancy 

Auditor’s Liability as Regards Third Parties 

It must also be remembered that third parties may also 
be misled and thus suffer damage by reason of accounts 
certified by an auditor , foi example, prospective creditors, 
debenture-holders, investors, purchasers of the busmess, 
or intending partners may have produced to them the 
audited accounts of the busmess with winch they are 
proposing to enter into business relations However, 
from the case of Le Ltevre and Dennes v Gould, it would 
appear that, in the absence of fraud, an auditor would 
not be held liable to third parties who had suffered damage. 



2I8 


THE PRINCIPLES OF AUDITING 


even though he had been neghgent He is not employed 
by them and appears to owe them no duty But a con- 
scientious auditor should recogmze a moral obligation 
towards third parties who otherwise may suffer through 
his neglect 

Legal Decisions 

There are several very important decisions upon thic; 
subject, all of which should be studied, but there is only 
space here to considei the leading cases 

Leeds Estate Building, etc , Society v Shepherd In 
this case it was held that it is not sufficient for an auditor 
merely to compare the Balance Sheet with the books of 
account, and thus verify its aritlimetical accuracy, but 
that he must satisfy himself that the Balance Sheet is a 
“true and accurate representation of the company’s 
ahairs ’’ In this case the terms of the Articles had not 
been carried out, and it was held that “it was no excuse 
that the auditor had not seen the Articles when he knew 
of their existence ’’ As a result of the auditor’s neglect, 
dividends, directors’ fees and bonuses were improperly paid, 
and he was, therefore, held hable for damages 

London and General Bank Case In this case it was 
held that where an auditor does not report to the share- 
holders that the Balance Sheet is incorrectly drawn, 
knowmg it to be the case, he is guilty of a misfeasance 
In this case the company had advanced considerable sums 
to customers, but the securities held by the bank were 
wholly insufficient The company had, however, taken 
credit for the interest accrued due upon such loans, whereas 
the interest was never, in fact, paid One of the chief 
causes of the bank’s failure was the heavy loss in respect 
of these loans, and, had proper reserves been made for 
bad debts, no profits would have been shown available 
for dividend The auditor apparently was aware of the 
real state of affairs, and reported fully to the directors, 
who, however, refused to alter the accounts In his report 
to the shareholders, the auditor made no mention of the 
lack of security, etc, but merely stated “The value 
of the assets as shown by the Balance Sheet is dependent 
upon realization ’’ The auditor was found gudty of a 
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misfeasance, and was held jointly and severally liable with 
the directors in respect of two dividends declared, amounting 
to some ;£i 4,400 odd, on the ground that he ought to have 
reported the true facts to the shareholders, the words 
contained in his report to them bemg quite meaningless, 
and, therefore, he had failed m his duty, as a result of which 
failure the company had paid these dividends out of capital 
Part of the judgment reads as follows — 

It IS no part of an auditor’s duty to give advice either to directors or 
shareholders as to what they ought to do An auditor has nothing to do 
with the prudence or imprudence of making loans with or without security 
It IS nothing to him whether the busmess of a company is bemg conducted 
prudently or imprudently, profitably or unprofitably, it is nothing to 
him whether dividends are properly or improperly declared provided 
he discharges his own duty to the shareholders His busmess is to 
ascertam and state the true financial position of the company at the 
tune of the audit, and his duty is confined to that But then comes 
the question How is he to ascertam such position? The answer is 
By examming the books of the company But he does not discharge his 
duty by domg this without inquiry and without takmg any trouble to 
see that the books of the company themselves show the company’s true 
position He must take reasonable care to ascertam that they do Unless 
he does this, his duty will be worse than a farce An auditor, how- 
ever IS not bound to do more than exercise reasonable care and skill in 
making mquines and mvestigations He is not an insurer , he does not 
guarantee that the books do correctly show the true position of the 
company’s affairs, he does not guarantee that his B^ance Sheet is 
accurate accorihng to the books of the company If he did, he would be 
responsible for an error on his part, even if he were himself deceived, 
without any want of reasonable care on his part — say, by the fraudulent 
concealment of a book from him His obligation is not so onerous as 
this 

Such I take to be the duty of the auditor , he must be honest — ^that is, 
he must not certify what he does not beheve to be true, and he must take 
reasonable care and skiU before he beheves that what he certifies is true 

What IS reasonable care m any particular case must depend upon the 
circumstances of that case Where there is nothing to excite suspicion, 
very little inquiry wiU be reasonable and sufficient, and, m practice 
I beheve busmess men select a few cases haphazard, see that they are 
nght, and assume that others hke them are correct also Where suspicion 
is aroused, more care is obviously necessary, but stiU an auditor is not 
bound to exercise more than reasonable care and skiU even m a case of 
suspicion, and he is perfectly justified m actmg on the opimon of an 
expert where special knowledge is required 

The Balance Sheet and certificate of February, 189a. that is, for the 
year i8gi, was accompanied by a report to the directors of the bank 
Taking the Balance Sheet, the certificate, and report together, Mr Theo- 
bald stated to the dnectors the true financial position of the bank, and 
if this report had been laid before the shareholders, Mr Theobald would 
have completely discharged his duty to them Unfortunately, however, 



220 


THE PRINCIPLES OF AUDITING 


tins report was not laid before the shareholders, and it becomes necessary 
to consider the legal consequences to Mr Theobald of this circumstance 

A person whose duty it is to convey information to others, does not 
discharge that duty by simply givmg them so much information as is 
calculated to induce them, or some of them, to ask for more Information 
and means of information are by no means equivalent terms An 

auditor who gives shareholders means of mformation instead of informa- 
tion m respect of a company’s financial position, does so at his peril and 
runs the very serious risk of being held, judicially to have failed to dis- 
charge his duty 

In this case I have no hesitation m saymg that Mr Theobald did fail 
to discharge his duty to the shareholders m certifymg and laymg before 
them the Balance Sheet of February, 1892, without any reference to the 
report which he laid before the diiectors, and with no other warning 
than IS conveyed by the words " the value of the assets as shown on the 
Balance Sheet is dependent upon realization ” It is a mere truism 
to say that the value of loans and securities depends upon their realization 
We are told that a statement to that effect is so unusual that the mere 
presence of those words is enough to excite suspicion But, as already 
stated, the duty of an auditor is to convey information, not to arouse 
inquiry, and although an auditor might mfer from an unusual statement 
that somethmg was seriously wrong, it by no means follows that ordinary 
people would have their suspicions aroused by a similar statement, if, 
as m this case, its language expresses no more than any ordmary person 
would infer without it 

Irish* Woollen Co v Tyson In this case the auditor 
was held liable for damages where the accounts had been 
lalsifLed by the suppression of invoices, it bemg held 
that had he used reasonable care and skill, he should have 
discovered the fraud Part of the j udgment reads as follows — 

For these reasons I am of opmion that if due care and skill had been 
exercised, the carrying o'ver and the suppression of invoices would have 
been discovered, and the auditor is hable for any damage the company 
has sustained from the under-statement of habihties in the Balance Sheet 
due to this cause smce 4th January, 1892 I consider that not only are 
Mr Kevans and his assistants not free from blame for this, but also for 
the mechanical way the audit was earned out 

Smith V Offer and Others This was an action brought 
by the liquidators of the company agamst the directors 
and auditors on the grounds that a dividend had been paid 
whereas in fact there had not been sufficient profit to cover 
it In his summmg up, Mr Justice Bennett said — 

that the hquidator had proved to his satisfaction that the company 
did not earn a profit of £3458 durmg the period m question No charge 
of dishonesty was made agamst any of the respondents and havmg seen 
all of them m the box and heard therr evidence he was satisfied that TOth 
respect to aU the charges made agamst them m these proceedmgs all me 
respondents acted honestly and m good faith 

Referring to the auditor’s clerk his Lordship stated — 
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It was upon the shoulders of this young man, without any supervision 
and with but very little assistance, that the whole burden of preparmg 
the company s Balance Sheet and Profit and Loss Account and auditing 
the Balance Sheet fell 

An overstatement of the profits was due to the fact that 
certain habihties had been omitted and to the over- 
valuation of work m progress His Lordship stated that — 

The hqmdator had satisfied him that instead of there havmg been a 
profit of £3458 there had been a profit only of ^^297, and that the Balance 
Sheet did not therefore disclose a true and accurate statement of the 
company’s position Was this erroneous certificate due to failure on the 
part of the auditor to perform his statutory duties ? The answer m his 
Lordship’s judgment was m the affirmative and [the auditor] was res- 
ponsible for the failure of his servant 

His Lordship stated that the auditor’s 

duty with regard to the ascertainment of unrecorded habihties must 
depend upon the facts of each particular case and must be determined by 
the nature of the busmess carried on and the practice of the persons or 
bodies with whom the company did busmess of sendmg m their mvoices 
If the auditors found that a company m the course of its busmess was 
mcurrmg habihties of a particular kmd and that the creditors sent m 
their mvoices after an mterval, and that the habihties of the kmd m 
question must have been mcurred durmg the accountancy penod under 
audit, and that when he was makmg his audit a sufficient tune had not 
elapsed for the mvoice§ relatmg to such habihties to have been received 
and recorded m the company’s books, it became his duty to make specific 
mqumes as to the existence of such habihties and also, before he signed 
a certificate as to the accuracy of the Balance Sheet, to go through the 
mvoice files of the company m order to see that no mvoices relatmg to the 
liabilities should have been omitted 

The evidence had estabhshed to his satisfaction that no expenenced 
auditor would have faded to ascertam the existence of the habihties 
omitted from this Balance Sheet With regard to the over-valuation 
of work m progress, the expert evidence was that it was the duty of the 
auditor to check the figures at which work m progress was brought into 
the Balance Sheet It was the duty of [the auditor] to satisfy himself 
that nothmg was mcluded m the work valued as m progress on 3^®^ 
March, which was, m fact, done after that date He had ffiso to satisfy 
hunself that all expenses or habihties mcurred by the company m con- 
nexion with the work so valued had been brought mto account 

His Lordship stated that the check made by the auditor’s 
clerk was useless, and he was satisfied on the evidence that 
there was ample material with which the auditor’s clerk 
could have tested the accuracy of the figures given him 

The auditor was held guilty of neghgence and liable in 
damages to the hquidators to the extent of the money the com- 
pany had wrongly paid away, togethei with interest and costs 

16— (B ISM) 
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The duectors were exonerated on the grounds that they 
had acted honestly and on the basis of a fully audited 
Balance Sheet 

London Oil Storage Co v Seear Hasluck & Co In this 
case the auditors were held liable for damages, on the 
grounds that they had failed to verify the existence of the 
petty cash m hand, which accordmg to the books amounted 
to ;£76 o, whereas, m fact, there was only ;^30, the difference 
representing the secretary’s misappropriations 

In this case it was clearly established that the directors 
had been negligent m their control of the affairs of the 
company No doubt for this reason the damages were 
limited to the nommal sum of £5 5s The fact remains 
however that the auditors were held to have been guilty of 
a breach of duty In this case the Lord Chief Justice stated 

I entirely agree with the view of the law as explained that the 
auditor cannot shelter himself for any breach of duty under the neglect 
of the directors he is there to do his duty to the company, the only 
point on which the conduct of the directors may become material is upon 
the subordmate question as to whether there is anythmg to arouse the 
suspicion of the auditor, and whether or not the loss has really been 
occasioned by the auditor’s conduct The auditor most undoubtedly 
does undertdre very considerable responsibihties and is liable for the 
proper discharge of his duties, and if by the neglect of his duty or by want 
of reasonable care, he neglects his duty, and damage is caused to the 
company as such, he is responsible for that damage The conduct 

of the directors is no answer to any breach of duty by the defendant, but 
it is a circumstance you must talce into consideration, because if you are 
of opinion that the loss was occasioned by a man steahng the money in 
consequence of there bcmg a want of proper control over him, then the 
fact of there bemg a breach of duty by the auditor is what we lawyers 
call a causa causans which contnbuted to, but would not be the cause of, 
the loss 

The Kingston Cotton Mills Case In this case the 
accounts had been falsified to a very considerable extent 
by the managmg director, by means of extensive over- 
valuations of the stock The stock had been certified by 
the managmg director, and it was held on appeal that the 
auditor was entitled to accept such certificates, apd that 
he was not hable in respect of the dividends that had been 
paid out of capital, as a result of the mampulation of the 
stock Parts of the judgment read as follows — 

For several years frauds were committed by the manager, who, m order 
to bolster up the company and make it appear fiounshmg when it was the 
reverse, deliberately exaggerated both the quantities and values of the 
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cotton and yarn in the company’s mills He did this at the end of the 
years 1890, 1891, 1892 and 1893 There was no book of account (except 
the stock journal, to which I will refer presently) showing the quantity 
or value of the cotton or yarn in the mill at any one tune The 

auditors took the entry of the stock-in-trade at the beginning of the year 
from the last preceding Balance Sheet, and they took the values of the 
stock-m-trade at the end of the year from the stock journal The book 
contained a senes of accounts under vanous heads, purportmg to show 
the quantities and values of the company’s stock-m trade at the end of 
each year, and a summary of aU the accounts showing the total value of 
such stock-m-trade The summary was signed by the manager, and the 
value as shown by it was adopted by the auditors and was mserted as an 
asset m the Balance Sheet, but “as per manager’s certificate’’ The 
summary always corresponded with the accounts summarized, and the 
auditors ascertamed that this was the case But they did not examme 
further into the accuracy of the accounts summanzed The auditors did 
not profess to guarantee the correctness of this item They assumed no 
responsibihty for it They took the item from the manager, and the entry 
m the Balance Sheet showed that they did so I confess I cannot see that 
their omission to check his returns was a breach of their duty to the com- 
pany It IS no part of an auditor s duty to taJce stock No one contends 
that it is He must rely on other people for details of the stock-in-trade 
m hand In the case of a cotton mill, he must rely on some skilled person 
for the matenals necessary to enable him to enter the stock-in-trade at 
its proper value m the Balance Sheet In this case the auditors rehed on 
the manager He was a man of high character and of unquestioned 
competence He was trusted by everyone who knew hun The learned 
Judge has h^ld that the directors are not to be blamed for trustmg hun 
The auditors had no suspicion that he was not to be trusted to give 
accurate mformation as to the stock-m-trade in hand, and they trusted 
him accordmgly m that matter 

It is the duty of an auditor to bnng to bear on the work he has to 
perform that skill, care, and caution which a reasonably competent, careful 
and cautious auditor would use What is reasonable skiU, care, and cau- 
tion must depend on the particular cucumstances of each case An 
auditor is not bound to be a detective, or, as was said, to approach his 
work with suspicion or with a foregone conclusion that there is somethmg 
wrong He is a watchdog, but not a bloodhoun^ He is justified m 
behevmg tried servants of the company in whom confidence is placed 
by the company He is entitled to assume that they are honest, and to 
rely upon their representations, provided he takes reasonable care If 
there is anythmg calculated to excite suspicion he should probe it to the 
bottom, but m the absence of anythmg of that kmd, he is only bound to 
be reasonably cautious and careful 

His Lordship then referred to the circumstances which 
led to the auditors being' deceived, and came to the con- 
clusion that they were not wantmg m skill, care, or caution 
in accepting the figures of the manager, and he concluded 
as follows — 

The duties of auditors must not be rendered too onerous Their work 
is responsible and labonous, and the remuneration moderate I should 
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be sorry to see the liabihty of auditors extended any further than in re 
The London and General Bank Auditors must not be made hable for 
not tracking out mgenious and carefully laid schemes of fraud, when there 
IS nothmg to arouse theu: suspicion and when those frauds are perpetrated 
by tried servants of the company and are undetected for years by the 
directors So to hold would make the position of an auditor intolerable 

From this case, therefore, it would appear that an 
auditor is entitled to rely upon the certificate of a res- 
ponsible official as regards the stock-in-trade, but, m the 
author’s opinion, an auditor to-day would be running 
considerable risks if he acted too literally upon this decision, 
which IS an old one, and opmions and practice have changed 
greatly smce this case was decided For, if the auditor were 
to accept, say, the manager’s certificate, without in any 
way checkmg or testing the stock, the audit would be little 
short of a farce, for, although every other item in the 
Balance Sheet may be tested and checked m every way, 
yet if the auditor merely relies upon a certificate as regards 
the stock, it means that the official responsible for the 
valuation of the stock can make the accounts show what- 
ever results he pleases, by manipulating the valuation of 
the stock, and the audit, therefore, in such circumstances, 
would he no guarantee at all that the accounts were correct, 
and would, therefore, m the case of a company, be no safe- 
guard for the shareholdeis In order, therefore, that the 
audit may be of some real value, the auditor must test the 
stock as far as is reasonably possible In Chapter VI it is 
shown that there are many ways m which the stock may be 
tested, m fact, m some cases, it is possible to check the 
stock fairly completely, but in others, especially where there 
are goods in course of manufacture, it is almost impossible 
for an auditor to satisfy himself completely as regards this 
asset However, he can, and there is no doubt he should, 
make mqtupes and use reasonable tests, so that he can 
show, in the event of his bemg challenged, that he used every 
reasonable precaution in order to satisfy himself as to the 
correctness of this most important item m the accounts 
For the foregomg reasons, a too hteral construction 
should not be placed upon the ruhng m the Kingston 
Cotton MUl case, but, in duty to his clients and to himself, 
an auditor m every case should investigate the stock most 
carefully, and apply thereto every reasonable test Such 
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investigations, it is suggested, are of far greater importance 
than the mechanical checkmg upon which some auditors ex- 
pend such a large proportion of the time devoted to an audit 
Arthur E Green & Co v The Central Advance and 
Discount Corporation Ltd In this case the auditors were 
charged with negligence, on the grounds that the pr(^ts 
of the company were considerably overstated, owing ' to 
the reserve for bad debts being msufficient, and also on the 
grounds that the item securities included leases that had 
lapsed The book debts mcluded a great number of very 
old debts, many of which were statute-barred, but the 
auditors lelied upon the manager’s estimate of the reserve 
for bad debts Upon the death of the manager the new 
manager investigated the position and had debts to the 
amount of ^^13,000 were written off The company claimed 
damages against the auditors upon the grounds that 



Scarborough Harbour Commissioners v Robinson, 
Coulson, Kirkliy & Co In this case damages were claimed 
against the auditors to make good losses sustamed by the 
Commissioners by reason of the non-payment by J Setters 
& Co Ltd , fish salesmen, who were tenants of the board, of 
arrears of rent and gas-money and also dues on the sale of fish 
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J Sellers & Co Ltd , was controlled by a Mr T White- 
head who was also chairman of the plaintiff board and of 
the finance committee Messrs Robmson, Coulson, Kirkby 
& Co , m addition to auditing the accounts of the Com- 
missioners, were also auditors of J Sellers & Co Ltd 
The case against the auditors was that Mr Robinson, 
the senior partner of the firm, put forward to the Com- 
missioners Balance Sheets that included as good debts 
amounts owing by J Sellers & Co Ltd , whereas he, m 
fact, knew these debts to be bad or at least doubtful It 
was contended therefore that the auditors had been guilty 
of negligence and breach of duty to the Commissioners 
In 1929 Mr Robinson became aware of the arrears of 
rent and gas dues and in July, 1932, through auditmg the 
accounts of J Sellers & Co Ltd , he learned that the 
company owed to the Commissioners ;^i8o for fish dues 
Mr Robmson then insisted upon a meetmg of the finance 
committee being called It was then disclosed that there 
was owing by J Sellers & Co Ltd , a total sum of ;^35i 
Mr Justice Crossman m his judgment — 
held that in 1929 the defendant firm ought to have reported the matter 
of the arrears of rent and gas money formally to the board or to the finance 
committee, and if they were not satisfied they ought to have made a note 
on the Balance Sheet He held that m not domg so they were guilty of 
negbgence and ordered an mquiry as to damages 
On appeal, this decision was reversed 
Briefly the grounds upon which the Court of Appeal 
reversed the judgment appear to be that whereas Mr 
Robmson knew that Sellers & Co Ltd were in a bad way, 
yet m his honest opinion the position was not hopeless and 
he knew that Mr Whitehead had resources upon winch in 
the past he had drawn from time to time to meet the 
liabilities of his company Mr Robmson was also aware 
of the fact that it was the policy of the board not to press 
for these debts Mr Robmson made mquuies as regards 
these debts and came to the honest conclusion that they 
were good 

In the course of the judgment the Master of the Rolls 
said — 

It IS difficult to reconstruct tha position as it stood before Mr Robmson 
What was his duty? Was it to tell the Commissioners what debts they 
ought to sue for, what debts they ought to forgo ? Is it for him to say 
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when indulgence ought to be given and when stringency ought to be 
applied ? I do not think that is a right test to apply to an auditor We 
must take the circumstances broadly without any particular definition, 
and having regard to the circumstances that prevailed in this case, I cannot 
say that the plamtiffs have estabhshed their charge of negligence against 
Mr Robmson 

Lord Justice Romer said — 

I turn to the case against the auditors, and, although we are differmg 
from the learned Judge, I confess that it appears to me that the matter 
can be stated very shortly It is impossible, I think, to lay down any 
general rule as to what is the duty of an auditor m aU cncumstances and 
m all conditions One must know by whom the auditor has been appoin 
ted the circumstances in which he has been appomted, and the facts with 
which he has to deal, and it is then possible, no doubt, to say, as regards 
any particular circumstance, what the duty of the auditor was I mention 
that because this case has been presented to us as though Mr Robinson 
stood in the position of an auditor appomted by the shareholders of a 
limited company But I do not take that view at all I do not think he 
was appointed m pursuance of any statutory duty imposed upon the 
Commissioners to appoint an auditor He appears to me to have been 
appomted by them purely for them own purposes He really stood to them 
in the relation in which an auditor would stand to a firm of partners who 
appomted him auditor to audit them accounts But assummg he did 
stand m relation to the Commissioners m the same relation that an auditor 
appointed by the shareholders of a company stands m relation to them, 
as between them and the directors of the company, I still fail to see that 
he was guilty of any derehction of duty It appears to me that an auditor, 
even an auditor m that position, has nothmg to do with the pohcy of the 
board, that is to say, if the board choose to lend money to one person or 
another, it is not for the auditor to criticize their action by calhng the 
attention of the shareholders pomtedly to the fact that that particular 
loan has been made In the present case, when Mr Robmson 

discovered that the chairman of the board was mdebted to the Commis- 
sioners m respect of rent, I will assume that it was his duty to let the 
Commissioners become aware of that fact But he would discharge that 
duty if he drew the fact to the attention of someone whose duty it was to 
commumcate the fa!ct to the board In the present case we that 
when his own clerk mformed him of this mdebtedness of Mr whitehead, 
and that the collector, Mr Taylor, mquired about it, Mr Robmson said 
that he told his clerk to go and see Mr Gardmer, who was the clerk to the 
Commissioners I understand Mr Gardmer to say that he w<is not, m fact, 
approached by Mr Robmson's clerk Mr Robmson had every reason to 
suppose that Mr Gardmer had been approached, because his own clerk 
told him what Mr Gardmer's reply had been Further than that, m the 
year 1930, Mr Robmson had a conversation with Mr Johnson, I think 
his name was who was a member of the finance committee, and discussed 
the matter with hun and brought it to his attention, and further than that, 
Mr Robmson knew that every month there was brought before the 
finance committee a statement of debts outstanding Those debts appea.r 
to be in certain memoranda, but m those memoranda the debts were all 
lumped together, and it was only the total that appeared But Mr Robrn 
son understood and beheved that the detailed statements from which 
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those totals had been compiled, and which had been prepared by Mr Gar- 
diner, the clerk, were before the finance committee In those circum 
stances I cannot see that Mr Robinson has been guilty of any 
derehction of duty AU that can be said is that he did not speci- 
fically report, did not specially call attention to, the fact that this debt 
had been incurred In the circumstances I do not think it is necessary 
or that it was necessary for him to call attention specially to the fact, 
having regard to the inqmries he had made and the answers that he had 
received I agree further that an auditor would be guilty of a dereliction 
of duty if, m preparmg Balance Sheets for his employers, he mcludes as a 
good asset somethmg that he knows is not, and if it could be shown that 
in this case Mr Robmson brought into the Balance Sheet as a good debt 
this debt of Mr Whitehead’s company, which was not m fact a good debt, 
I agree that the plaintiffs would have ]ust cause of complaint agamst him 
But what are the facts ? They are deposed to by Mr Robinson m his 
evidence, and it appears that he did seriously consider the question as to 
whether this debt of Mr Whitehead’s company was a good one or not, 
and came to the conclusion, bona fide, no one doubts, that the debt was 
1 good one In those circumstances he was not guilty of any derehction 
of duty m allowing these debts to appear m the Balance Sheets as good 
debts If an auditor, when he has a list of debts before lum, has m the 
case of a derelict company, to send for its Balance Sheets for the last 
year or so, and, m the case of an individual debtor to make inquiries 
through trade societies to try and get hold of a copy of the man’s mcome 
tax return, the life of an auditor would not be worth hvmg He has done 
his duty if, havmg no reason to suppose otherwise, he brmgs m the debts 
which the duectors have allowed to be mcurred, at their face value It is 
only when mformation comes before him which suggests that the debt 
IS not a good one, that he must either set some reserve agamst the debt 
as bemg a bad one, or specifically call the attention of his employers to the 
fact that, although it is doubtful whether it is a good one or not, he has 
nevertheless mcluded it in the balance sheet as a good one 
In my opimon the plamtiffs have failed to show that Mr Robmson has 
been guilty of any breach of duty and, in my opmion, this action should 
be dismissed with costs 

Lord Justice Maugham clealt with a point of great interest 
to auditors, i e the question of the amount of damage 
suffered, when he said — 

I wiU add this, to which I thuik my brethren have not referred I do 
thmk it IS worthy of remark that there is no evidence whatever as to 
damage havmg been sustamed by the Commissioners by reason of the 
figure at which the debt due by Sellers & Son stood in the accounts of the 
plamtiffs The accounts may well have represented the assets as bemg, 
in some years, £6o or so too high and, at the end, about £175 too much so 
far as regards gas and rent due by Sellers & Son I am leavmg out of 
account the other sums, because the auditors knew nothmg about them 
I ask myself, what loss have the Scarborough Harbour Commissioners 
suffered by reason of the fact that their position was represented as bemg 
'better durmg three years than it really was Mr Grant, m his argument, 
does not msist upon the view that some could have been recovered , it is 
his view that dufmg these three years nothmg could have been recovered 
from Sellers & Son, nor, I thmk he admits, from Mr Whitehead What 
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he does say I think, is that the Commissioners might very hkely have 
turned behers & Son out of their occupation of the premises on the pier 
in respect of which the only debt we are considermg was incurred With 
regard to that, I would pomt out that this rent was £ii 4s per half-year 
The amount of the rent due m 1929 was £68 12s , it ultimately grew, as 
I have said, to a sum of about ^^175 Now, what reason has the court to 
suppose that the Commissioners would have turned out Messrs SeUers 
& Son from the premises had their attention been called more pomtedly 
than it had already been called to the fact that rent was being unpaid? 
There is absolutely no evidence that they would have turned out Sellers 
& Son before the date when the auditor, Mr Robinson, insisted upon the 
meeting bemg called On the contrary, the evidence is all the other way, 
and for a very natural reason It appears that Mr Whitehead, whatever 
his other errors of judgment or duty may have been, had done a very 
great service to the Commissioners by gettmg rental from another source, 
and particularly from the lease of premises on the pier, and that the offices 
in question, with this rent of £ii 4s per half-year, were bemg occupied 
dunng the material period m part for the Commissioners’ own busmess 
In those circumstances, and in the total absence of any evidence to suppose 
the contrary, I should come to the conclusion that it is a mere speculation, 
lU-founded in fact, to suggest that the tenancy of Sellers & Son would be 
put an end to, and that accordmgly the Commissioners might possibly — 
because it amounts to no more than that— have found some other tenant 
for these premises 

On the whole, therefore, for those reasons, m addition to those already 
stated, I am of opmion that the action agamst the auditors wholly fails, 
and should be dismissed 

This case was reviewed in a leading article that appears 
in The Accountant, Vol XCII, page 29, in which the con- 
clusions to be drawn are ably summarized as follows — 

The final result of the whole case appears to us to be satisfactory It is 
estabhshed once again that m a case where an audit is not ruled by statute, 
the duty of the auditor to his prmcipal spnngs out of the contract between 
the parties An auditor is not to represent to his prmcipal as true any 
matter which he knows to be untrue If any circumstance comes to his 
notice which throws doubt on the correctness of entries made in a state- 
ment of account, he must make a careful mvestigation and make careful 
mquines of the responsible officials employed by the pnncipal If the 
rephes to those mquines axe satisfactory, and if there is no reason to 
doubt the mtegnty of the officials concerned, then there is an end of the 
matter The prmcipal cannot expect, m the absence of special instruction, 
the auditor to act as a kmd of deputy for the carrymg out of duties which 
are laid on the prmcipal himself or on his servants The whole key-note 
of the audit is "verification, not detection," and the Scarborough case has 
reaffirmed the general prmciple that an audit is not a rovmg comnussion, 
to detect this, that, or the other abuse which may have occurred, nor is 
it an mdemmty to the prmcipal agamst the results of his own mis- 
management 

Blue Band Navigation Co Case This is a Canadian 
case, in which the trustee in bankruptcy brought action 



230 THE PRINCIPLES OF AUDITING 

against the auditors, Messrs Price, Waterhouse & Co , 
upon the grounds that the auditors had been guilty of 
negligence, as the Balance Sheet included an item of 
$37,000 at its face value “without making any explanation 
or comment in connexion therewith in their certificate 
or report ” In consequence it was claimed that the share- 
holders had been seriously misled and prejudiced 

In the first Court the finding was agamst the auditors, 
but this decision was reversed by the Court of Appeal 
A Mr Whittall, one of the two directors who were the 
effective management of the company, had a current 
account with the company His indebtedness to the 
company grew to $25,000 This amount was then trans- 
ferred to the debit of the Western Tiading Syndicate 
At the same time the syndicate was debited with $12,000 
and Profit and Loss was credited under the heading of 
“Extraneous Profit ” 

It was alleged that the Western Tradmg Syndicate was 
a dummy of WhittaU’s, but this was not proved 
Whittall refused to give the auditors any information 
as regards the syndicate upon the ground that these 
transactions were of an extremely confidential nature The 
auditors pressed for some verification of the value of tins 
asset of $37,000, whereupon Whittall assumed personal 
responsibility by himself guaranteemg this debt At 
one of the annual general meetings the shareholders asked 
for particulars as regards the Western Trading Syndicate, 
when Whittall informed them that this debt was guaran- 
teed by him Eventually the company failed to recover 
anything m respect of tins debt 
The Court of Appeal found m favour of the auditors 
upon the grounds that they honestly believed this debt to 
be a good one They had obtained WhittaU's guarantee and 
they had no reason for suspecting that it was not a good 
one, if they had thought otherwise the case would have 
been different One of the appeal judges stated — "A court 
should be sure of its grounds before substitutmg its own 
views long after the event for those of the auditors formed 
at the time in the hght of then existmg iacts ” 

This case again makes clear the fact that an auditor 
IS not an insurer , he is not concerned with the wisdom or 
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unwisdom of an investment, and he is m no way res- 
ponsible for management His responsibilities are confined 
to takmg reasonable precautions, making proper mqmries, 
commg to an honest opinion and reportmg it dearly to the 
shareholders 

Republic of Bolivia Exploration Syndicate, Ltd Here 
it was held that auditors are pnma facie responsible for 
ultra v^res pa5mients made on the faith of their Balance 
Sheets, but whether and to what extent they are res- 
ponsible for not discovermg and calhng attention to the 
illegality of pajnnents made prior to the audit must depend 
upon the special circumstances of each case 

In this case certam pa37ments were made, before the 
audit, for which there was no authority, this company 
bemg regulated by Table A (1906) Although these pay- 
ments were ultra vires, the Court does not appear to 
have been satisfied that the company suffered actual 
damage through the auditor’s default in not pointing out 
this fact m his report Therefore, in the special circum- 
stances of the case, the action against the auditors was 
dismissed, but without costs, as the Court appears to have 
been far from satisfied with the manner m which the audit 
was earned out 

Dumbell’s Banking Co Ltd In this case the auditors, 
together with the directors, were prosecuted and sentenced 
to various terms of imprisonment, for concurrmg m the 
pubhshmg of three Balance Sheets "which they knew 
to be false in material particulars, with mtent to deceive 
and defiaud the members, shareholders and creditors of 
Dumbell’s Bankmg Company ” 

Wilde and Others v Cape and Dalgleish In this case the 
accountants were sued for negligence and breach of duty, 
the grounds bemg that they did not check the plamtiSs 
Pass Book with the Cash Book, and thus failed to discover 
defalcations of the cashier, amounting to £1700 odd The 
pomt of the case was as to whether or not the accoun- 
tants were instructed to carry out a full audit The case 
was settled by the accountants agreemg to judgment for 
^850 From this and the cases referred to m Chapter I, 
it will be seen how important it is that an auditor should 
have, in all cases, a clear and definite understanding with 
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his clients as to what exactly he is to do, and what ground 
he IS to cover, especially when only a partial audit is 
required, or where an accountant is instructed to carry out 
accountancy work only Several accountants have had to 
pay damages m cases where the whole question has been 
as to what were the origmal instructions, and,' therefore, 
what work they contracted to do 



CHAPTER XII 

THE LEGAL POSITION OF AUDITORS {contd } 

Armitage v Brewer & Knott In this case damages were 
claimed against the auditors in consequence of frauds com- 
mitted by an employee, and judgment for 1^^1259 was given 
agamst the auditors This case is worthy of detailed study 
The frauds were perpetrated by a Miss Harwood, who had 
complete charge of the books, the payment of wages, and 
there was no system of internal check The main point of 
the cqse was whether or not the auditors had exercised 
reasonable care and skill 

Part of His Lordship’s summmg up reads — 

However much it might be wrapped up the defendants’ case came to 
this, that systematic fraud for two and a half years by one person could 
not be detected by the exercise of reasonable care on the part of the 
accountants His Lordship did not like to use strong language, but that 
appeared to him to be bordenng closely on nonsense On the evidence it 
was an allegation which did not bear a moment’s examination 

In fact, Messrs Price, Waterhouse & Co had been called 
m to mvestigate the frauds, and Miss Harwood was prose- 
cuted at the Central* Criminal Court and pleaded guilty 
The importance of an auditor following up small discrepan- 
cies IS clearly brought out m this case His Lordship 
stated — 

It was doubtless true that to detect reqmred minute exammation of 
a large number of documents, but that was exactly what the defendants 
undertook to do As to the suggestion that some things were too 
trivial to notice, audits differed greatly as to scope and special mstructions 
A 6s id had been altered to i6s id That was passed m what purported 
to be a meticulous exammation The most casual mspection would detect 
the discrepancy on the voucher , both figures were there His Lordship 
was struck by the audacity with which many of these frauds were com- 
mitted It looked as though Miss Harwood had found that she had 
nothmg very formidable to fear m the way of audit It was the duty of the 
auditor to brmg that los — ^which was indicative not only of fraud but of 
forgery — at once to the notice of the principal That one piece of paper 
raised a grave suspicion It was of cntical importance It was by little 
thmgs like that that forgenes and frauds were found out 

The mam part of the fraud arose m connexion with the 
falsification of wages sheets and it was dear thafi had these 
wages sheets been exammed thoroughly the fraud must have 
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been disclosed His Lordship stated ‘ ' It was no use looking 
at such documents as were found here unless one did it with 
scrupulous accuracy ” And, further, that " When there 
was something to make one uneasy His Lordship thought 
the defendants should have been doubly vigilant ” And 
also that "it was clear that a good many documents were 
suspicious on their face and called for mquiry " 

This case brings out clearly the vital importance of the 
exercise of vigilance and care in the vouching of documents 

InreS P Catterson and Sons, Ltd In this case the liqui- 
dator of the company brought a summons agamst the 
auditor under Section 276 of the Companies Act, 1929 

The facts of the case were that in the showroom of the 
company the system was that upon cash sales being effected 
a cash mvoice was made out in an mvoice book, these 
invoices bemg serially numbered One copy of the invoice 
was receipted and handed to the customer and the counter- 
foil remained m the mvoice book Subsequently from the 
counterfoils the cash sales weie entered m a daily cash 
sales book, the serial numbers being recorded and the total 
cash was handed to the manager who was one of the directors 
of the company 

From time to time sales were effected on short credit 
terms when the same mvoice book was used and the system 
was that m those cases where credit had been given the 
counterfoils were turned up 01 "dog-eared” When the 
customer paid, the system was that the counterfoil should 
be turned down The utilization of this same cash mvoice 
book for both cash and credit transactions at once destroyed 
the system as the regular consecutive numbering of the 
counterfoils bemg accounted for in cash was broken The 
clerk m charge of the showroom effected the defalcation 
by misappropriating cash paid by short credit customers 
and, therefore, on receipt of the cash did not turn down 
these counterfoils In this connexion His Lordship stated 
"Now the evidence to my mmd is clear that that system 
of usmg the mvoice book for ready money transactions 
as well as for short credit transactions had been gomg on 
for years, and it is equally clear to me that that system 
and the so* called system of keepmg a record of the transac- 
tions done on credit by tummg up the mvoice was also 
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known to the directors and had been known to them for 
years ” 

The auditors pointed out to the directors that the system 
was not a satisfactory one and they recommended improve- 
ments, but these recommendations were disregarded 

His Lordship stated "It is clear that the unsatisfactory 
system employed in the showroom was clear to the mmd 
of the auditor and that it was called by him to the attention 
of the directors, and that notwithstanding that fact they 
preferred, for some reason or another, to continue the system 
as it was I am not prepared to hold m those circumstances 
and on those facts that there was any duty upon the 
auditors to msist upon that system bemg changed It is not 
their busmess to tell the directors how to carry on and 
conduct their accountmg system , they make their recom- 
mendations and, if they are not acceded to, the responsibdity 
is not the auditor’s responsibihty, but it is the responsibihty 
of the directors " 

In reviewing the responsibility of auditors generally, his 
Lordship stated "The first fact which seems often to be 
lost sight of IS that the primary responsibility for the 
accounts of a company is with those who are in control of 
the company, that is to say, the Directors, and m the case 
of the directors of this company, they were not a satisfactory 
team ’’ 

*■ His Lordship stated that " I have no doubt as to where 
the primary responsibility for findmg out the defalcation 
of tins man Spicer lies It hes upon the shoulders of the 
man whose duty it was as a director of this company to 
collect from Spicer the cash that he received If that man 
had done his duty m any degree at aU the frauds could not 
have been perpetrated m the way m which they were per- 
petrated", and he concluded by stating that, in his 
opmion, the auditor was an honest man trymg to do his 
duty and that m view of all the facts of the case and the 
audit notes, that the applicant had "qmte failed to satisfy 
me in lespect of the matters charged that there was any 
neghgence The result is that the apphcation fails and 
must be dismissed " 

A very interesting leadmg article on this case appears 
in The Accountant, Vol XCVI, page 290 
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City Equitable Fire Insurance Co , Ltd This case is of 
great interest to all practising accountants and is worthy of 
close study 

Extensive frauds had been perpetrated by the chairman 
of the company, and the Official Receiver took action 
agamst several of the directors and the auditors 

As regards the auditors, the charges were that they were 
guilty of negligence in respect of the audit by them of the 
Balance Sheets of the company for the years ending the 
28th February, 1919, 1920, and 1921 The charges of 
negligence and breach of duty came under three heads — 

(1) That the debt due to the company from Ellis & Co , 
the stockbrokers of the company — Mr Bevan, the chairman, 
bemg a partner m that firm — and the debt due from Mr 
Mansell, the general manager, were misdescribed by being 
included under " Loans at call or short notice" or " Loans," or, 
m the case of part of Ellis & Co 's debt, under the heading of 
"Cash at Bank andm hand " Further, that the auditors failed 
to disclose to the shareholders the existence of these debts 

(2) Their failure to detect the fact that much larger sums 
were m the hands of Ellis & Co at the date of each Balance 
Sheet than were so mcluded 

(3) Their failure to detect and report to the shareholders 
the fact that a number of the company's securities which 
were in the custody of Ellis & Co were bemg pledged by 
that firm to its customers 

Generally speaking, the Judge found that the auditors 
had displayed great skill, care, and industry 

As regards the first charge, the position was that the 
balances owing to the company from Elhs & Co , m 1919, 
amounted, accordmg to the books, to ;^5i,423, and rose m 
1921 to £423,650 The amount due from ManseU was £6,225 
m 1919 and m 1921 had mcreased to £96,233 In the 1919 
Balance Sheet these sums were included under the heading 
of " Loans at call and short notice,” and in the 1921 Balance 
Sheet £350,000 owmg by EUis & Co , and the £96,233 owing 
by Mansell, were mcluded under the headmg "Loans,” and 
£73^650 owing by Ellis & Co , on Investment Account, was 
mcluded as " Cash at Bank and in hand " 

His Lordship held that it was not the duty of the auditors 
specifically to draw the attention of the directors and the 
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shareholders to these debts Even if these items were 
incorrectly described in the Balance Sheet — and in the case 
of the debt of classified as "Cash at Bank and in 

hand,” the Judge held that this was a misdescription — any 
such misdescription did not involve damage to the company 

The auditor, however, must not include at its face value 
a debt that is not a good one , but m this case the credit of 
Ellis & Co at that time was good, and, further, the company 
held collateral security As regards the debt due from 
ManseU, at that time there was no reason to suppose that 
this was not a good debt In this case, however, the auditors 
were informed that security had been given and Bevan 
certified that he held that security As regards the accep- 
tance of this certificate by the auitors, the Judge held, as 
wiU be seen later, that they should have called for the pro- 
duction of these securities 

As regards the second and third charges, these mvolved 
"window dressmg” operations earned out by Bevan each 
year, the charge being that the auditors should have de- 
tected these and thus have discovered the extensive frauds 

The "wmdow dressing” operations were carried out each 
year by a pretended purchase of Treasury Bonds ]ust before 
the date of the Balance Sheet, followed by a pretended sale 
]ust after that date In this way, at the date of the Balance 
Sheet, the debt due from EUis & Co was materially reduced, 
and the gilt-edged securities shown m the Balance Sheet 
increased 

These operations were effected by EUis & Co giving an 
order on their own behalf to another firm of brokers for the 
purchase of the Bonds , at the same time they arranged for 
the brokers to advance to EUis & Co the sum involved, the 
Bonds iDeing given as security for the loan A few days 
afterwards Elhs & Co gave an order for the sale of the 
Bonds, when the loan would be repaid 

Upon the purchase of the Bonds, Elhs & Co debited the 
company, and m the books of the company the correspond- 
ing entries were made 

Part of the charge was that the auditors should have 
noticed from year to year that the Bonds purchased just 
before the date of the previous Balance Sheet were sold 
immediately aftcrwaids in the succeedmg financial year, 

I 7 -(B 15.4) 
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when it would have been obvious that these were “window 
dressing” operations This part of the chaige failed 
The second part of the charge was that the auditors 
should have called for the production of the Treasury Bonds 
shown by the company’s books to be held at the date of the 
Balance Sheet, in fact, the auditors accepted certificates 
from year to year from Ellis & Co that they held these bonds 
for the company His Lordship held that the auditors 
should have called for these securities and that they were 
not entitled to accept the certjiicate of the company’s stock- 
brokers If this had been done the fraud must have been 
revealed, as Ellis & Co could not have produced the Bonds, 
as they were charged to the brokers agamst the loan by them 
to Ellis & Co It was held, therefore, that m this direction 
the auditors were guilty of a breach of duly and of 
negligence, and they would have been held liable m 
damages, except for the fact that one of the company’s 
Articles of Association provided that the directors, auditors, 
and of&cers of the company should be held indemnified by 
the company, except in the case of wilful negligence His 
Lordship held, therefore, that as the negligence of the audi- 
tors did not amount to wilful negligence, they were protected 
by the Article and therefore escaped liability, Auditors can 
no longer be protected by a similar Article See Companies 
Act, 1929, Section 152 

In the course of the evidence it was established that in 
cases where the securities of a client were held by a bank of 
standing, it was the custom for auditors to accept the certi- 
ficate of the bank as verification of such securities His 
Lordship referred to this custom and questioned its sound- 
ness Tins point, however, was not decided in this case, but 
His Lordship appeared to be of the opinion that m all cases 
an auditor should personally inspect all securities, where- 
ever or by whomsoever held 

Newton v Birmingham Small Arms Co, In this case the 
company had altered its articles by Special Resolution, 
givmg the directors certam powers to create an mternal 
reserve which was not to be disclosed on the company’s 
Balance Sheet The auditors were to be entitled to examme 
these transactions and to see that this reserve had been 
properly apphed for the purposes of the company, but they 
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were not to disclose to the shareholders any information as 
regards this reseive It was held that the terms of this 
Article, whereby the powers of the auditors were limited, 
were ultra vires 

In the course of his judgment His Lordship stated — 

It IS, I think, inconsistent with the Act of Parliament that the auditor 
should be bound even when he thmks that the tiue state of the company’s 
affairs is affected by facts relatmg to the mtemal reserve fund, to withhold 
all information with regard to the same from the shareholders If, for 
instance, the directors had invested the mtemal reserve fund upon 
mvestments which might mvolve the company under certain circum- 
stances m enormous loss, the Act, I thmk, requires that the auditor shall 
be at hberty and be bound to report that fact Any regulations which 

preclude the auditors from avaihng themselves of aU the mformation to 
which under the Act they are entitled as material for the report which 
under the Act they are to make as to the true and correct state of the 
company’s affairs are, I thmk, inconsistent with the Act 

Part of this judgment has often been quoted as justifica- 
tion for an auditor passing a Balance Sheet that understates 
the true position of affairs, and no doubt accounts for the 
introduction into the report adopted by some auditors of 
words indicating that certam assets are undervalued as, for 
example, " The shares and other mvestments of the company 
possess, m the aggregate, a value largely m excess of the 
figures shown m the Balance Sheet ” The part of the judg- 
ment referred to reads as follows — 

The concludmg sentence of Section 23 requires that the auditor shall 
state whether the Balance Sheet exhibits a trae and correct view of the 
state of the company s affairs as shown by the books Sir Robert Finlay 
argued that these words are satisfied if the auditors report that the 
B^ance Sheet does not exhibit a true view and that the statute does not, 
m these words, say that they shall report what is the trae view This is 
logically true as regards the language, but, m my judgment, the statute 
IS saved from the reproach of havmg achieved no* more* than this impotent 
result by words earher m that section, which provide that the auditors 
are to report to the shareholders on the accounts A report upon the 
accounts mvolves a report of the result of the accounts, and this necessanly 
mvolves, as matter of substance if not of form, the statement of a Balance 
Sheet or the eqmvalent of a Balance Sheet There are, I agree, m the 
Act of igoo no affirmative words to the effect of what I am about to state, 
but I think the language of the Act is sufficient to show that by unphcation 
it reqmres that there shall be annually an audit of accounts resultmg in 
a Balance Sheet, to the accuracy of which the auditors shall speak The 
special resolutions in the present case provide that the Balance Sheet 
shall not disclose the mtemal reserve fund It must therefore omit on the 
assets side of the Balance Sheet the assets which make up the amount 
standmg to the credit of that fund and the contra item— namely, the 
credit balance of the fund — on the liabihty side The result will be to 
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show the financial position of the company to be not as good as in fact 
it IS If the Balance Sheet be so worded as to show there is an undisclosed 
asset whose existence makes the financial position better than shown, 
such a Balance Sheet will not, in my judgment, be necessarily inconsistent 
with the Act of Parliament Assets are often, by reason of prudence, 
estimated and stated to be estimated at less than their probable real 
value The purpose of the Balance Sheet is primarily to show that the 
financial position of the company is at least as good as there stated, not 
to show that it is not or may not be better 

Royal Mail Steam Packet Company Case In this case the 
chairman of the company, Lord Kylsant, and the auditor, 
Mr Morland, were criminally prosecuted under Section 84 
of the Larceny Act, 1861 Lord Kylsant was charged in 
respect of the company’s accounts and annual repoits for 
the years 1926 and 1927 on the giounds that he knew them 
to be false and that the annual report concealed fiom the 
shareholders the true position of the company with intention 
to deceive The auditor was charged in respect of these two 
counts with aiding and abettmg Lord Kylsant to commit 
the offence 

Lord Kylsant was further charged with publishing a 
prospectus inviting the public to subscribe for Second Deben- 
tures m the Royal Mail Steam Packet Company whilst he 
knew the prospectus to be false in a material particular and 
that it concealed the true position of the company with the 
intention to induce persons to subscribe for the debentures 
The auditor was not charged on this count 

The R M S P Co is a company formed under a royal 
charter, and not, therefore, subject to the Companies Act, 
but it is governed by the terms of its charter, which, as 
regards the accounts and audit, follows closely the terms of 
the Act 

This case is an extremely important one, and every 
accountant should study it m detail, as it raises many pomts 
of vital importance, and this case has had a profound influ- 
ence on accountancy practice 

The circumstances of the case briefly are that the company 
had made substantial profits durmg the war period and up 
to the begmmng of 1921, after which time owing to the slump 
m shippmg all over the world, the company’s earnings showed 
a considerable falling off Durmg the years from 1921 to 
1927 mclusive the Profit and Loss Accounts were credited 
with special items amounting to approximately £5,000,000 
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These special credits were mainly m connexion with the War 
and represented Excess Profits Duty recoveries, obsolescence 
and deferred repairs allowances, together with excess taxa- 
tion reserves and bonuses from subsidiaries paid out of past 
profits As a result of the crediting of these items to the 
various Profit and Loss Accounts duimg the whole of this 
period, the company was enabled to pay its debenture 
interest, preference dividends, and dividends on its ordinary 
shares 

In this case it was not contended that these credits were 
improper ones m any way In his summmg up, His Lordship 
said — 

They were, as you see, certainly not current earnings and they were 
no critenon of the earning capacity of the company at all m the penod 
in question It is a fact that whether they are called reserves or not, you 
will have to consider whether these sums of money are not, for the purpose 
of the question you are considering, just as if they had been reserves, 
although they were as you see from this account from time to tune, 
becoming avilable for use 

Then you will consider this question, whether the essence of the mattei 
IS snnply this, that the shareholders ought to have been told that the 
company was bemg kept going by means other than current earnmgs 

The only charge as regards the accounts was made in 
respect of the years 1926 and 1927, as to which His Lordship 
in his summing up stated — 

In 1926 you get a position which according to this table shows a surplus 
on the whole of the position of £628,535 That surplus is only obtamed 
by brmging in excess profits duty £550.000, mcome tax reserves £175,000, 
profit on the Nelson Line and the general reserve fund £350,000 That is 
the first of the two years with which we are concerned 

In 1927 you have a very similar position subject only to this, that the 
excess profits duty is finally exhausted m 1927, and the income tax 
reserves, profit on steamers and premises sold, corporation profits tax, 
and sundries make a total of £540,386 Then in that year there was also 
brought mto the account the bonuses of £300,000 obtamed from the two 
Nelson companies under circumstances which I am sure you fully remem- 
ber The Nelson companies had been prosperous, they had had this 
money available and they paid it over in the form of bonuses which they 
declared m that year 

In the accounts of the R M S P company the balance 
available was described as “ Balance for the year, mcludmg 
dividends on shares ui allied and other companies, adjust- 
ment of taxation reserves less depreciation of fleet ” Up to 
1923 the words “Profit for the year” had been used . in 
subsequent years the woids “Balance for the year” were 
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ntroduced In 1925. at the suggestion of the auditor, the 
A^ords "Adjustment of Taxation Reserves” were included in 
his description (The Balance Sheet and Profit and Loss 
Accounts for 1926 and 1927 are reproduced in The Account- 
znt of the 25th July, 1931 ) 

The following is an extract from the prospectus — 

Although this company, m common with other shippmg companies, 
has suffered from the depression m the shippmg industry, the audited 
accounts of the company show that during the past ten years the 
average annual balance available (mcluding profits of the Insurance 
Fund) after providmg for depreciation and interest on existing deben- 
ture stock has been sufficient to pay the interest on the present issue 
more than five times over 

After providmg for all taxation, depreciation of the fleet, etc , 
adding to the reserves, and pa3nnent of dividends on the preference 
stocks, the dividends on the ordinary stock during the last seventeen 
years have been as follows 

The actual dividends for the seventeen years m question 
were set out and the aveiage profit shown as available for 
the ten years upon the basis indicated did represent a sum 
sufficient to pay interest on the debentures being offered 
more than five times over 

As regards the prospectus, in his summing up His Lord- 
ship said — 

If you take an average you may, withm the period over which the 
average is taken, have very diverse figures and I should imagine — I do 
not know, but one feels — ^that if ever I venture on a prospectus m future 
I shall look very shyly indeed at any reference to averages Indeed, I am 
not sure that under the new Act such a thmg can be done 

And further — 

It ^oes look as if it was carefully arranged and carefully prepared so 
as to put the best face on the position and to do so by stating a senes of 
matters, each one of which was strictly accurate, but there are certain 
relevant matters which are crucial if the mvestor was to know the true 
position of the company For mstance, the circumstances under which 
dividends had been paid durmg all those years and the use of those 
credits or reserves which we have heard about and, if it was reahzed by 
Lord Kylsant, the possibihty of the guarantee under the Trade Facihties 
Act not bemg renewed These and other matters which are obvious were 
not stated This is one of those difficult cases, but not impossible 
cases, which have occurred from tune to time m the course of company 
transactions, where a document has been put forward m order to be 
acted upon (prospectuses and other things) and put forward m such a 
form that although it stated every fact correctly fact by fact,^ everythmg 
was correctly stated by the card, and yet the true effect of what was said 
was completely false and completely misleading 

Now that result might be achieved with the best of mtentions and by 
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a man who while his mind was fixed on attammg his object and floating 
an issue, and while he was m a sense thmking of what was best to achieve 
that object, was not thmking and was not conscious to himself that he 
was going to mislead people, and that he was gomg to mduce them to 
subscribe to the issue under the belief which was completely false and 
completely delusive 

The part of the case in which all accountants are particu- 
larly interested is that as regards the auditor, and the mam 
pomt at issue was as to whether clear and specific mdication 
should have been given m the accounts as to the amounts 
of the special credits which were being brought into the 
Profit and Loss Account and whether the words “Adjust- 
ment of Taxation Reserves” was a sufficient indication 
It IS a common practice for abnormal credits to be taken 
into the Profit and Loss Account, and it was brought out 
clearly m this case that from the auditors’ pomt of view this 
was a question of degree , that is to say, that up to a certain 
point such credits might be considered quite m order and re- 
quire no comment from the auditor but that beyond a certain 
pomt such credits could not be accepted without qualification 
The difficulty is that it is imposssible to define this point 
In his evidence the President of The Institute of Chartered 
Accountants stated that “ From the accountant’s point of 
view it IS a matter entirely of degree,” and when asked 
whether there did not finally come a stage when there must 
be not merely an indication but a perfectly precise phrase- 
ology, when nobody can make any mistake about it, he said 
"I should think so, it depends on the circumstances, one 
cannot generalize exactly ” 

In his summmg up. His Lordship pomted out that — 

In the case of Mr Morland it is obvious enough that m the year 1926 
when the accounts of 1925 were bemg dealt with he was not satisfied with 
the position, because he thought that some words ought to be added to 
mtimate to the shareholders that the moneys whi6h we know were bemg 
used were bemg used m order to produce the balance which appears 
That bemg so, he thought, as indeed he has admitted, that without 
some qualification or another he ought not to give the certificate The 
quahfication which he suggested and which he put in was those words 
you must all be tired of hearmg, "Adjustment of taxation reserves” 
Mr Morland says that that satisfied his doubts, he thought then that 
he had done enough to cure the defective character of the Balance Sheet 
or Profit and Loss Account with those words If he was right m that, if 
he had discharged his duty suflflciently and properly, then it seems, on 
any view, that the matter is or ought to be, at an end 

If, on the other hand, he was wrong m thas sense that in a civil action 
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or m an action against him for not showing due care and skill he would 
be held hable is a defendant because he had broken his duty and not 
fully discharged his office, then again his liability would be a civil liabdity 
in damages That is assuming agamst him that he ought to have done 
somethmg else before he signed the certificate, that he ought to have 
taken some drastic step and some more effective step in order to bring 
to the imnds of the shareholders the true position of the company’s affairs 
and it may well be that he did not discharge his duty efficiently and 
properly 

His Lordship continued by pointing out that what the 
]ury had to consider was whether the auditor had committed 
a deliberate and conscious act with a view to deceiving the 
shareholders Three accountants gave evidence, mcludmg 
the Presidents of The Institute of Chartered Accountants, 
and The Society of Incorporated Accountants and Auditors, 
and stated that they would have been piepared to sign the 
auditor’s report in the same form as was adopted in the case 
of the Balance Sheets in question 

The case turned upon whether there was fraudulent and 
criminal intent His Lordship stated — 

If you thmk that he duly committed an error of judgment and some- 
thmg which fell short of his duty, you have still to consider, before you 
consider the question of mtent at aU, did he appreciate that he was domg 
somethmg wrong or did he honestly beheve that he had discharged his 
duty by puttmg into the Balance Sheet m that and subsequent years 
those mystic words which are said to be so clear, but which may or may 
not be clear, ‘‘Adjustment of taxation reserves"? 

Supposing he honestly thought that that was enough, then on any 
view of the case you could not find him guilty of fraudulent mtent How- 
ever mistaken a man may have been, and however unfortunate the 
circumstances of his mistake may be, that does not constitute criminal 
intent or a crimmal offence 

Lord Kylsant and Mr Holland were both found not 
guilty on the first two counts, that is as regards the Balance 
Sheets of 1926 and 1927, but Lord Kylsant was found guilty 
on the third count, that is as regards the prospectus 

The whole of this case is weU worthy of the closest study 
by all accountants and students, as it raises questions of the 
utmost importance, m particular as regards the formation 
and utilization of undisclosed reserves This matter is one 
upon which the profession has been in serious doubt for many 
years and m view of its importance it has been thought 
advisable to set out in full the part of his Lordship’s 
summing up which deals with this subject 
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A great deal has been said about the keeping of secret reserves and how 
far that is or is not permissible under the Compames Act or under the 
special charter of the Royal Mail Steam Packet Company 

We have heard a great deal about the keepmg of secret reserves, and 
we have heard a great deal about the commercial troubles which may 
flow from that practice We have heard a great deal about what is often 
done in practice and it may be reasonably and properly done Questions 
may anse some day and possibly wiU arise, m some appropnate proceed- 
ing in order to find out and elucidate these very special matters 

It was said by a veiy learned judge on one occasion, by way of observa- 
tion and not by judgment, that a company, that is to say the shaie 
holders, could not complain if the position of the finances of the company 
was better than the accounts disclosed That has been quoted from time 
to time as justification for this method of keeping reserves secret But 
there may be very great evils if those who have the control and manage- 
ment of the company, and who control and manage compames for the 
benefit of the shareholders who entrust their moneys to companies, if 
very large portions of the company’s assets are left in the secret disposition 
of the managing authority 

It may work well m many cases , no doubt it does It is a practice 
which IS bemg followed, no doubt, by many concerns of the highest 
standmg On the other hand, it may be the subject of almost mtolerable 
abuse Such a system may be used to cover up neghgences, irregularities, 
and almost breaches of faith It is said to be a matter of domestic concern 
between the company and the shareholders, but if shareholders do not 
know and cannot know what the position is, how can they form any view 
about It all? How can they consider whether it is something which they 
are satisfied with or which they are not satisfied with? 

Now, takmg this case without entermg into the thorny question as to 
whether you have here an3^hing which can be called reserves or not, you 
have here a series of large sums of money the nature of which and the 
propnety of which have remamed secret from the shareholders, and the 
use of which has remamed secret from the shareholders if you exclude 
certain thmgs which appeared m the three last Balance Sheets with which 
we are concerned , 

Now what has happened as the result of that? We know and there 
does not seem to be any dispute about it now — ^when I say "We know,’ 
this IS how I understand the evidence , you may view it ifferently — ^we 
know that there were Balance Sheets and Profit and Loss Accounts 
published for a period of seven years which did not disclose one way or 
the other whether the company was eainmg any profit or not Durmg 
those seven years there was expended out of those items which were 
mainly connected with the War, a sum of no less than five miUion pounds 
— not out of current earmngs at ah, but out of these items which in the 
mam, not qmte whoUy, but m the mam, arose out of the War 

Dining all that period the shareholders were told notlimg, and they 
drew their dividends presumably in the simple faith that all was well with 
the condition of the company 

It is said “Very wed, they got their dividends ’’ It is said "Times 
might have changed, and although these items of mcome came to an end, 
others might take their place and conditions might improve ’ On the 
other hand, suiely if the shareholders had been told (I do not say who is 
responsible for the moment) that this company had no earnings , because 
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earnings aie the hfe blood of a company — a company cannot go on mde- 
fimtely using its capital assets unless it is eanung — if they were told that 
this company had no eammgs, surely they might have taken steps, as 
could be done and has been done m other cases 

As soon as the shareholders became aware of the condition of the 
company surely steps might have been talcen if the shareholders were so 
disposed, and certainly they should have had the opportunity of taking 
steps, for the reconstruction and rearrangement of the company’s affairs, 
the cutting down of expenditure, the reduction of services and all those 
things which have to be done when a company is not paying its way 
The sooner that is done the better, and the better hope there is of the 
company surviving the troublous times 

It was never brought to the shareholders’ knowledge what the position 
was It may seem mcredible that this could go on in a big company for 
all those years, but so it was, and then eventually at a period which is 
outside the period we are concerned with something had to be done and 
some steps had to be taken 

It IS a httle astoundmg and one cannot help wondenng whether those 
who manage big companies do not forget sometimes that the body of 
directors of a company are the agents and the trustees of the shareholders, 
that they owe fuU information, subject to proper and reasonable com- 
mercial necessity , they owe them full mformation, and it is their interests 
that they have to study , they are not to regard shareholders as people 
who may look up if they are not fed , they axe the people whose money 
they are using, and it is to be remembered that a jomt-stock company is 
a creation of law 

A jomt-stock company has the enormous advantage of limited habihty 
and the legislature has mtended, it seems to me, although by haltmg 
steps, to secure that those who enjoy those privileges of limited habihty 
and who control and manage jomt-stock companies should be subject to 
some condition as to pubhshmg their accounts at least to the shareholders 
and at least to those who are entitled to be summoned to general meetings 

The law has recently been, I was going to say, unproved, but it has 
recently been altered in the recent Act of 1929 For the first time that 
has provided for the sendmg to shareholders of a Balance Sheet and a 
Profit and Loss Account in every year and there are penalties imposed 
upon directors who do not do that, and the Balance Sheet must contam 
a summary among other thmgs of the liabilities and assets, together with 
such particulars as are necessary to disclose the general nature of the 
habihties and assets of the company, and to distmgmsh between the 
amounts respectively of the fixed assets and the floatmg assets, and state 
how the values of the fixed assets have been arrived at 

It further provides that there is to be a report by the directors with 
respect to the state of the company’s affairs and the amount, if any, which 
they recommend should be paid by way of dividends and the amount, 
if any, which they propose to carry to the reserve fund, general reserves, 
and reserve account shown specifically on the Balance Sheet, or to the 
reserve fund or general reserve or reserve account to be shown specifically 
on a subsequent Balance Sheet 

It may be said that that does not m terms prohibit the creation of any 
reserve which is not shown specifically on the Balance Sheet, and it may 
be said that in a matter of domestic concern like the keepmg of reserves 
by appropriate regulations the shareholders maj agree to a reserve bemg 
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accuinulated, the exact amount of which is not specified m the Balance 
Sheet or the Profit and Loss Account That is a question which no doubt 
will require very careful consideration in some future case It does appear 
to me, as at present advised that the terms of the sections which I have 
read cannot possibly justify the omission of any amount of any reserve 
from the Balance Sheet and the Profit and Loss Account altogether, and 
at the moment (and I am very anxious not to be more precise than I feel 
I ought to be, because I feel I ought not to be very precise about this) 
there may be some justification for the maintenance of an undisclosed 
or secret reserve if the fact that there was such a reserve was clearly 
specified somewhere m the report, so that the shareholders could know, 
and if the majority of them desired to msist on its disclosure and its 
amount and utihzation, they could do so However that may be, it is 
clearly the mtention of these sections that the accounts of compames in 
future should be pubhshed with greater particularity and with greater 
information to the shareholders 

Then there is the question of the auditor, because, as you will remember, 
the law requires the appointment of an auditor, who is the servant of the 
company, and his duty is to report to the shareholders, on proper exam 
mation, on the accounts which the directors are gomg to present to the 
company 

The law does not impose an impossible burden on auditors , it does not 
make them msurers , it does not require of them the skill and vigilance 
which IS beyond then power , but it does requue them to report , and the 
report on the accounts would certainly mclude a very careful investigation 
of the Profit and Loss Account as one of the accounts, even if it is not 
expressly covered m the certificate, which is generally accepted as a 
complete report 

Then they have to give a certificate as to whether m their opmion the 
Balance Sheet referred to in the report is properly drawn up so as to 
mclude a true and correct view of the state of the company’s affairs 
accordmg to the best of their information and the explanations given to 
them 

Now if the account on which the dividends are bemg paid, or if the 
account on which the current expenses of the company are being met is 
bemg fed by undisclosed reserves, it seems to me very difficult to see how 
the auditor can discharge his duty of givmg a true and correct view of the 
state of the company’s affairs without mentioning and drawmg attention 
to this fact, which may be of the most vital importance as mdicatmg the 
state of the company’s affairs 

No doubt an auditor, in his very dehcate and difficult duties, must use 
a certam amount of discretion, but whatever discretion he may feel that 
he is justified m exercismg withm the hmits of what is reasonable, he must 
remember that he is under a statutory duty and that he may come under 
the penalties of the law if he fails m that duty, at least in specific ways, 
which I need not trouble about at this moment 

Note The quotations given above have been taken from the report of the case 
appearing in the Flnanc^al Ttmes 30th and 31st July 1931 

From a consideration of the above it appears to be doubt- 
ful whether in the future the creation of secret reserves will 
be accepted, and particularly that if secret reserves are 
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drawn upon for the purpose of augmenting cuiient mcome 
that grave risks will be involved if these facts are not 
disclosed 

Conclusions 

The Conclusions to be drawn from the various cases upon 
this subject would appear to be as follows— 

(1) An auditor must honestly satisfy himself that the 
accounts show a true and correct view of the financial posi- 
tion of the concern whose accounts he is auditing 

(2) He must examine the books, and satisfy himself 
that the books are correct , therefoie, for this purpose he 
must test the books with vouchers and original records, 
and make propei inquiries 

(3) It is not pait of an auditor’s duty to take stock, and 
he IS entitled to rely upon the certificate of a responsible 
official, but he must exercise reasonable care and skill m 
testing the correctness of the stock 

(4) An auditor is entitled to rely upon the opinion of 
experts where special knowledge is required 

(5) An auditor need not necessarily be suspicious, but 
where his suspicions are aroused he must exercise all 
reasonable care and skill before he satisfies himself that all 
IS m order 

(6) It IS no part of an auditor’s duty to give advice 

(7) If the auditor is not satisfied upon any material 
points, he must report clearly to the shareholders, in the 
case of a company, or to the partners in the case of a 
piivate firm 

(8) The auditor must verify the existence of assets, so 
far as is reasonably possible 

(9) In the case of a company, an auditor must see that 
the provisions of the Memorandum and Articles of Associ- 
ation are earned out 

(10) If an auditor is negligent or does not exercise 
proper care and skiU, he may be held liable m damages if 
it is proved that his chent has suffered damage which 
otherwise would have been prevented 

(11) As to»what IS reasonable care and skiU depends upon 
the circumstances of the case, and hlso upon the general 
standard adopted by the profession 
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(12) In the case of private firms, it is of the 
importance that the exact scope of the auditor’s c 
with his client should be recoided in writing 

(13) Auditors will not be held hable for ndt trackihg 
out ingenious and carefuUy laid schemes of fraud, when 
there is notlnng to arouse their suspicion, and when these 
frauds have been perpetrated by tried seivants of the 
concern 

(14) If an auditor wilfully certifies accounts, knowing 
them to be false, he may be held criminally liable 

(15) In the case of secret reserves, in view of the judge’s 
pronouncement in his summing up, in the Royal Mail 
Steam Packet Co case, it is open to question whether m 
the future the creation of secret reserves to a material 
extent wiU be accepted as bemg m order, and in cases 
where secret reserves are being utilized to augment current 
earnings, m view of this case, it is clear that an auditor 
may be incurrmg considerable risks if he allows this to be 
done without the fact bemg made clear on the accounts 

(16) Conservative valuation of assets and the provision 
for known liabilities the exact amount of which has not 
been ascertained, do not, in the author’s opinion, repre- 
sent the creation of what is understood by the term 
"Secret Reserve ’’ 

(17) The inclusion of free reserves amongst current 
liabilities does represent the creation of a secret reserve 
In these circumstances, m the author’s opinion, the audi- 
tor should msist upon these reserves bemg separately 
shown or the fact bemg made clear that such reserves exist 
and are included with the current liabihties 

(18) The auditor is responsible for the Profit and Loss 
Account and must see that it does give a fair view of the 
eammgs of the period and therefore that the Profit and 
Loss Accounts from year to year are prepared upon a con- 
sistent basis Further, the Profit and Loss Account must 
not be worded m such a way as to give a false impression 

(19) If current eammgs are bolstered up by means of 
abnormal receipts or transfers from reserves created m 
past years the auditor should insist upon these items 
bemg separately shown or the fact bemg made clear that 
such items have been included with the current earmngs 
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(20) In the case of a holding company, dividends 
received from subsidiaries and which are paid out of 
profits earned before the acquisition of the shares by 
the holdmg company repiesent capital, and must not 
therefore be credited to the Profit and Loss Account 
of the holdmg company If such dividends were 
credited to Profit and Loss Account, then it would be 
the auditor’s duty to point this out m his report to the 
shareholders 

(21) If dividends received from subsidiaries have been 
paid out of profits earned in preceding years and the 
amount involved is sufficient in amount to make the posi- 
tion shown by the holding company’s accounts misleading, 
then it would be the duty of the auditor to make this fact 
clear m his report to the shareholders 

(22) The conduct of the directors of a company is no 
answer to any breach of duty by the auditors, although 
it is a circumstance that will be taken into consideration 
by the Court 

This question of the auditor’s legal responsibilities is one 
of supreme importance to every practismg accountant , it is 
however a most difficult one The auditor’s responsibihties 
are not clearly defined m the Acts and the principles evolved 
by case law are m several duections conflicting 

In the case of a company, the auditor’s responsibilities 
are governed by statute, and it is impossible for the auditor 
to limit his responsibilities In the case of a private concern, 
the auditor’s responsibilities are governed by the terms of the 
contract with Ins client and therefore his responsibilities can 
be hmited by agreement, but in practice it is feared that m 
many cases there is no written evidence of the exact terms of 
the contract This position is fraught with grave danger, 
and m every case the practitioner is strongly advised to see 
that the exact terms of the contract are clearly understood 
by both his chent and himself, and that these terms are 
recorded in wntmg 

In the event of a loss through fraud occurrmg and which 
remained undetected by the auditor he may be placed m a 
position of grave difficulty It is so easy to be wise after the 
event and to see what audit tests must have revealed the 
fraud On the other hand it is so difficult to define exactly 
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what IS leasonable care and skill, which is governed by the 
general standard of the profession In a case before the 
courts expert evidence would be called, but here again the 
expert would have knowledge of the exact form the fraud 
took, and it is therefore very easy to see what checks should 
have been apphed in order to detect the fraud and to form the 
opmion that one would without question have adopted them 
In the case of a fraud the chent is naturally angered at his 
loss, and often vents his wrath upon the auditor for not 
having discovered it If a charge of negligence is made the 
auditor’s professional reputation is at stake, and therefore 
it becomes a matter of vital concern to him 
The risks involved are considerable and although the 
particular business may be small, if the auditor is held to be 
guilty of negligence, the damages assessed by the Court may 
be substantial in amount It has therefore become a common 
practice for practitioners to cover this nsk by insurance, and 
this is a necessary and prudent precaution 

From an auditor’s pomt of view, the most difficult cases 
are those that turn upon the point as to whether the form in 
which the accounts have been presented is misleadmg or not 
The profession has not established a complete set of pnn- 
ciples that can act as a guide to the practitioner, and it is 
doubtful whether it wiU ever be possible to estabhsh prin- 
ciples that will apply to every case that may arise m practice 
In these circumstances it must be a question of the auditor’s 
individual judgment, but no system of education and train- 
ing can ensure that every member of a profession will be 
possessed of a sound judgment, which must be based upon 
experience backed by a sound and exhaustive traming, but 
at the root it is largely dependent upon those personal 
characteristics that are so difficult to define but which some 
possess, whilst others can never acquire 
The guidmg principle upon which every auditor should 
act IS that he should never give an unqualified report in 
respect of any Balance Sheet that in his opinion gives a view 
of the position of affairs that is calculated to mislead He 
must therefore be completely satisfied that the accounts 
present an honest view of the state of affairs of the parti- 
cular concern 

In conclusion, it may be said that it is very unlikely that 
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an auditor ivill be held personally liable provided he is 
possessed of the requisite professional skill, and that he 
honestly exercises such skill in all cases, taking every reason- 
able precaution to satisfy himself upon eveiy pomt, before 
he certifies the accounts, and, in the event of his being dis- 
satisfied upon any material pomt, if he reports clearly in his 
audit report to this effect It is thought that no better short 
definition of an auditor's duties can be given than the follow- 
ing, which IS part of the judgment m the London and Geneml 
Bank case — 

Such I take to be the duty of the auditor , he must be honest — that 
IS, he must not certify what he does not believe to be true, and he must 
take reasonable care and skill before he believes that what he certifies 
is true 

The Royal Mad Steam Packet Co case focused, as never 
before, the whole attention of the profession upon this vital 
question, and the International Congress on Accounting held 
in London in 1933 gave the profession an opportunity to 
consider this problem exhaustively Every accountant and 
student should study the papers on "The Auditor's Respon- 
sibility m Relation to Balance Sheets and Profit and Loss 
Accounts," and the subsequent discussion which appears in 
the published proceedmgs of that Congress These papers 
also appear in The Accountant for 1933, Vol LXXXIX 
The paper delivered by Mr Henry Morgan is a brilliant 
review of the whole position, and though all will not agree with 
eveiy one of his conclusions and recommendations, yet none 
can fail to be deeply impressed by the soundness of the general 
principles upon which the whole of his arguments are based 

From the discussion upon the three papers it is evident 
that there were divergent views but referring to this fact the 
Chairman, Mr H L H Hill, struck a true note when he said 
"What has impicsscd me, howcvei, inoie than anythmg 
cl^o IS the fact ot out unammiU m ideals and objectives, 
bcfoic which the unpoiiaiicc of agreement as to methods 
ot attaining them sinks into mugiiificance I am certain 
that if and as long a-) we iciain oiir determination to serve 
as cftc’ctR ely as w e possibh < an oui fellow men m all coun- 
tiics, and in aU humiht\ and with smgkness of purpose 
cxploie e\ci\ aienue that m<i^ load to ihi'^ goal, our efforts 
will not be m vain " 



CHAPTER XIH 

THE FORM OF PRESENTATION OF THE ACCOUNTS OF 
HOLDING COMPANIES 

The Outlines of the Holding Company Type of 

Orgamzation 

One of the most marked developments in industry and 
commerce in recent years has been the advent of the 
holdmg company, that is an organization comprising a 
parent company which holds a controlling interest in one 
or more subsidiary companies and in some cases sub- 
subsidiary companies 

Control IS effected by the acquisition of a sufficient 
number of shares m each subsidiary to give the holding 
company more than 50 per cent of the voting power, or, 
where the holdmg company has power directly or m- 
directly to appoint the ma]onty of the directors of the 
subsidiary and thus influence the policy of that company 

In this way the holdmg company may control a large 
group of companies and there are many such orgamzations 
to-day of an international character and comprismg a 
large number of companies in countries aU over the 
world 

From the commercial pomt of view there are many 
advantages m this type of organization, and in the water's 
opinion it IS a natural development the benefits of which 
experience has proved 

On the other hand, as is generally the case, there are 
weaknesses and one of the great difficulties is that this 
type of organization raises accounting problems of con- 
siderable complexity, in particular as regards the form of 
presentation of the holdmg company’s accounts 

This problem is of great pubhc interest, and one which 
is m no small measure exercismg the ramd of the account- 
ancy profession at the present time 

This form of orgamzation is capable of bemg improperly 
used as a cloak to hide from shareholders the true position 
of the combine m which they are interested and there 
have been grave abuses and spectacular crashes that have 
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shaken public confidence It is for this reason that this 
problem has loomed so large in recent times 

This subject was consideied most thorouglily at the fifth 
International Congress on Accounting held in Berlin 
during September, 1938 Readeis who are inteiested in 
this problem are stiongly advised to study the various 
papers submitted at that Congress and which appear in 
The Accountant, Vol XCIX The paper submitted by Mr 
Chas J G Palmour [The Accountant, Vol XCIX, page 493) 
is a brilliant epitome of the various papers and gives a 
lemarkably clear picture of the views, upon all of the 
prmcipal factors in connexion with this important problem, 
of the many countries represented at the Congress 

At the outset the writer wishes to make it clear that the 
views here expressed are his own and not necessarily those 
of the board of his company Furthermore, m order to 
illustrate various points it is proposed to use the 1937 
accounts of the Dunlop Rubber Co Ltd In doing so, 
however, it is not suggested that the form of presentation 
of these accounts represents the final solution of this vexed 
problem, they are merely used to illustrate how that 
company has attempted to overcome the various difficulties 
mvolved m this question 

The General Situation and the Principal Com- 
plications and Difficulties 

In the space available it is not possible to deal with aU 
the accountmg problems that arise in connexion with 
holding companies It is proposed, therefore, to deal with 
the general form in which it is suggested the accounts of 
a holding company might with advantage be presented 

In the first place, however, it may be helpful to endeavour 
to make clear the general situation and the prmcipal 
comphcations and difficulties m connexion with this 
problem 

The holding company itself and each of the subsidiary 
and sub-subsidiary companies is a separate legal entity 
Each company therefore has its own board of directors, 
IS a self-contamed unit and operates under the company 
laws of the country m which it is registered m exactly the 
same way as any other company 
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The claims of creditors of each subsidiary company 
can legally be enforced only agamst the assets of that 
company and such creditors have no claim whatever 
against the assets of the holding company or of any of 
the other companies within the copibine unless such debts 
have been guaranteed by another company within the 
group In practice, in order to preserve its goodwill, 
a solvent holding company would not usually allow a 
subsidiary company to default and would in all likelihood 
provide funds m order to satisfy the creditors of an insolvent 
subsidiary, but as already stated the legal rights of the 
ordinary unsecured creditors of a subsidiary are confined to 
the assets of that company 

In order to comply with legal requirements, each of 
these companies must prepare its own accounts and 
submit them m the ordmary way to its shareholders m 
general meeting 

It is important to bear in mind that the various in- 
dividual companies within a combine are not branches of 
one legal entity embracmg them all The connexion is 
by means of shareholdings, i e the holdmg company is 
merely a majority shareholder m each of the subsidiaries, 
m addition to which some of the subsidiary companies 
may in turn be majonty shareholders m sub-subsidiary 
companies 

In the Balance Sheet of the holdmg company its interest 
in the subsidiaries is represented by investments in and 
advances to the various subsidiary companies These 
investments and advances under the Companies Act, 
1929, must be separately stated in the holdmg company’s 
Balance Sheet 

A holdmg company, for trading reasons, may be mter- 
ested m a company, but, whilst holdmg a substantial 
mterest therem, such interest may be only 50 per cent 
or less Such companies are commonly known as associated 
companies In these circumstances the holding company 
IS not in a position to exercise effective control and is 
either a 50 per cent or merely a minority shareholder 

It wiU be appreciated that the holding company may 
have a large family mcluding children, grandchildren, 
and even great-grandchildren If, further, this large 
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family is scattered all over the world, it will be appreciated 
that it requires an extremely sound and efficient organization 
in order to exercise effective control, and a vital part of that 
organization will be an efficient accounting system 

As regards the form of presentation of the accounts, 
there are no particular points in connexion with the 
accounts of the subsidianes, but many difficult and complex 
points do arise as regards the accounts of the holding 
company itself As examples of the accounts of subsidiary 
companies in Appendix A will be found the Accounts of 
Dunlop Cotton Mills Ltd and Dunlop Plantations Ltd 

The Provisions of the Companies Act, 1929, as 
Regards Holding Companies 

The Compames Act, 1929, contains certain provisions 
dealing specifically with the accounts of holding companies 
But the general opinion, the writer suggests, is that these 
provisions by themselves ate madequate for solving this 
complicated problem ^ 

Under Section 126 it is provided that there shall be 
annexed to the holdmg company’s Balance Sheet a state- 
ment signed by two of the directois statmg how the 
aggregate piofits and losses of the subsidiary companies 
have, so far as they concern the holdmg company, been 
dealt with in the accounts of the holding company 
This statement must also state to what extent provision 
has been made for the losses of subsidiary companies 
either in the accounts of those companies or of the holdmg 
company or of both Further, it must state to what extent 
the losses of subsidiary companies have been taken into 
account m amvmg at the profits and losses of the holdmg 
company as disclosed m its accounts 
It is important to note, however, that it is not necessary 
to specify in this statement the actual amount of the 
piofits 01 lo-se', of <1113 sub^iduiiv com pain 01 the actual 
amount of an3 part of an\ such piofits 01 losse-i which h.i-s 
been dealt with in an\ paiticulai manner 

The wording of this Section of tire Act, as an example of 
lucidity and di aue^htsmanship, lca\eb, to sat thc> least, some- 
thing to be desiied, in addition to which, in the opinion of the 
wiiter, it i» ineffectitc 111 attammg the underlying objccfite 
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In a bnlliant paper on holding companies delivered 
before the International Congress on Accounting in 1933^ 
when dealing with the terms of this section, the late Sii 
Albert Wyon stated "I venture to think that the partic- 
ulars required by the Act to be disclosed are of so general 
and vague a character as to be quite insufficient to supply 
shareholders with the information necessary for them, if 
they are to have a ]ust view of the earnings of the enter- 
prise in which they are interested and of its prospects The 
provisions which I have epitomized may indeed have the 
unintended effect of providing justification for diiectors 
who wish so to prepare the accounts of a holding company 
as to conceal from those chiefly mterested the actual results 
of its activities ” 

The writer entirely agrees with these views of the late 
Sir Albert Wyon, and will endeavour to explam why, m 
his opinion, the terms of the Act fall short of the real 
solution of this impoitant problem 

The Value and Importance of a Consolidated 
Earnings Statement 

Although the members of the holding company are 
shareholders of that company only, they are directly 
interested m the fortunes of the whole group Therefore, 
in order to obtain a clear view as to the state of their 
mvestment m the parent company, it seems reasonable 
to suggest that they should be enabled from year to year 
to learn something of the character, the financial health and 
the eammg capacity of the parents and all the children 

The true test of the value of any commercial enterpnse 
IS its capacity to earn profits A clear picture, therefore, 
of the eammgs of the whole group of companies is the only 
means by which the members of a holding company can 
judge as to the success or failure of the combine m which 
they are mterested 

The writer would like to emphasize this pomt strongly, 
as in his view it is the key to the whole problem 

There has developed a strong demand for the production 

‘ ‘Holding and Subsidiary Companies — ^Accounting Prmciples involved m the 
Treatment of Earnings and Valuation of Holdings ’ published in The Accountant of 
5th August 1933 
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of so-called "consolidated Balance Sheets," which are of 
great assistance, but in the writer’s opinion a consoli- 
dated earnings statement is of even greater value and 
importance 

As the law stands, however, it is not compulsory for 
a holding company to present to its shareholders any 
view of the earnings of the combine as a whole In fact 
the board of a holding company, acting strictly \wthm the 
terms of the Companies Act, can present a Profit and Loss 
Account which gives no indication whatever as to the true 
earnings of the group as a whole For under the Act, all 
that the directors of a holdmg company are bound to do each 
year is to lay before the company in general meeting the 
Profit and Loss Account of the holdmg company itself 

In drawing up this Profit and Loss Account the board 
could take credit for the dividends declared or to be 
declared by the profitable subsidiaries and make no pro- 
vision for the holding company’s proportion of the losses 
of the unprofitable ones If such losses were substantial 
in amount a most incomplete view of the earnings of the 
combine would be given to the shareholders and although, 
in the statement annexed to the Balance Sheet, the direc- 
tors would be bound to state the fact that such losses 
had not been provided for, they would not have to disclose 
the amount of the aggregate losses 

The reader may asR “What about the company’s 
auditor ? ’’ But what can he do except qualify his report to 
the effect that in his opinion the value of the investments 
in subsidiaries is overstated in the Balance Sheet by reason 
of the fact that provision had not been made for the losses 
of subsidiary companies Such a statement would be a 
warmng, but it would give no mdication as to the 
amounts involved and therefore the shareholders would 
stiU be completely m the dark as to the true position pf 
affairs 

In recent years a strong pubhc demand has developed for 
the pubhcation of Consolidated Statements, as is evidenced 
by the fact that the shareholders of the Gaumont British 
Company adjourned the annual general meeting until such 
time as a Consolidated Statement was produced (See The 
Accountant, Vol XCV, page 643 ) 
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The Treatment of Abnormal Items Taken to Credit 

Furthermore, it is possible for the directors to declare 
as dividend only a proportion of the available profits 
of subsidiaries Such undistributed profits would theiefore 
in effect form a secret reserve, as to the existence of which 
the shareholders of the holding company would not neces- 
sarily have any indication 

If m a subsequent year the profits of the combine fell, 
it would be possible for the subsidiaries to declare divi- 
dends out of the undistributed profits accumulated in 
past years Such dividends could be properly taken to 
credit by the holdmg company, as income of the year in 
respect of which they had been declared There is nothing 
m the Act making it compulsory for this fact to be made 
clear and if it were not, then the results shown by the 
holding company’s accounts would give a distorted view 
of the earnings of the combme for that year There is 
nothing wrong in the declaration of dividends out of 
profits accumulated in the past, but dividends paid out of 
past profits of subsidiaries and received by a holding 
company represent, in effect, the drawing upon reserves 
created m the past 

The writer is strongly of opmion that in the case of all 
companies it is of the utmost importance that abnormal 
items taken to credit should be separately stated and 
clearly described m the Profit and Loss Account, as other- 
wise, if these items are material in amount, shareholders 
will obtain an mcorrect view of the normal eammgs of the 
undertakmg for the particular year in question The great 
importance of this factor was made abundantly clear in' the 
Royal MaU Steam Packet case 

Undistributed Profits of Subsidiaries at the Time of 
Acquisition of Shares 

At the time that the shares m a subsidiary are acquired 
by the holdmg company there may be m existence un- 
distributed profits m the accounts of that subsidiary 

If in a subsequent year the whole or part of such undis- 
tributed profits IS distnbuted as dividend, then in the hands 
of the holding company such dividend represents capital, 
and not income 
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In arriving at the sum paid for the shares, the undis 
tnbuted piofits will have been taken into account, and such 
undistributed profits will therefore be included in the 
purchase price In these circumstances, on receipt of the 
dividend from the subsidiary by the holding company, 
the proportion (if any) representmg profits which were 
undistributed at the time of acquisition of the shares 
should be deducted from the cost of the investment, thus 
reducing its value m the holding company’s Balance Sheet 

Inter -company Transactions 

Inevitably in the case of combines theie are inter- 
company transactions, and for example company A may 
sell goods to company B If at the date of the Balance 
Sheet company B has part of these goods in stock, they 
will be valued in the ordinary way at cost, if the realizable 
value lias been maintained This cost price will include 
the profit on the sale charged by company A 

Companies A and B are separate legal entities and 
notwithstanding the legal position that A could sue B 
for the price charged, the fact remains that, from the 
point of view of the group as a whole, such a sale is a 
mere mter-company transaction, theiefore unless and 
until the goods m question are sold to customers outside 
the group, no true profit can be said to have arisen 

A similar point arises if one company does work of a 
capital nature for another within the group, such as a 
sale of plant The selling company may properly charge a 
price that includes a reasonable profit and the purchasing 
company wiU capitalize this item at the invoice price 
In the accounts of the holding company credit should not 
be taken for this profit which lies m the accounts of the 
supplymg company, as this agam merely represents in 
effect an mtemal or mter-company adjustment 

A debatable point arises as to the set of accounts m 
which the adjustment for mter-company profits should 
be made In the writer’s view, this provision should be 
made m the books of the holding company, as in the case of 
subsidiaries the position may be complicated by reason 
of the existence of mmority mterests ^ 

The foregoing is a description of the general situation 
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as regards earnings and the principal points arising in 
connexion therewith The problem is as to how best to 
obtain a clear view, firstly, of the eammgs of the holdmg 
company itself and secondly of the earnings of the group 
as a whole This is a complex and difdcult question, the 
solution of which all are earnestly trying to find This 
matter will be referred to in some detail later 

The Balance Sheet Position 

Turning now to the Balance Sheet position, here again 
it must be remembered that each company within the 
group is a separate legal entity and each one*mcludmg 
the holding company has to prepare its own Balance Sheet, 
and these individual Balance Sheets only are of direct 
interest to the creditors of the respective companies 
As regards the form of presentation of the Balance 
Sheets of the subsidiaries, here again there are no special 
pomts to deal with, but very important questions arise in 
connexion with the Balance Sheet of the holdmg company 
In addition to being a majority shareholder in the 
subsidiary companies, the holdmg company not infre- 
quently acts as the banker for the group and provides the 
subsidiaries with any necessary finance m the form of loans 
and/or advances on fixed and/or current account On the 
other hand, surplus funds of subsidiaries are often de- 
posited with the holdmg company 

In this way a considerable proportion, in some cases 
practically the whole, of the capital of the holding company 
may be represented by mvestments in and advances to 
subsidiary companies 

In the case of a pure holdmg company, le one that 
itself does not carry on any trading activities, it is common 
to find that practically the whole of the assets of the hold- 
ing company are represented by investments m and advances 
to subsidiary and associated companies 

The Legal Balance Sheet and Its Limitations 

Under the Companies Act, all that a holdmg com- 
pany is bound to submit to its shareholders is its legal 
Balance Sheet m which the aggregate of the mvest- 
ments m, the advances to and the advances from subsidiary 
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companies, must be stated separately, m addition to which 
the basis of valuation of these investments which are fixed 
assets must be slated 

Such a Balance Sheet gives no indication [a) as to the 
financial position of the combine as a whole , (&) as to 
the financial position of the subsidiary companies as a 
gioup , (c) whether the investment in subsidiary companies 
IS represented by, e g , 99 per cent net tangible assets and 
I per cent goodwill or vice versa, {d) what proportion of 
the assets of the subsidiary companies is represented 
by fixed and what proportion by current assets , (e) what 
are the liabilities of and (/) what are the reserves of the 
subsidiary companies ' 

Without this information it is obviously impossible to 
form any idea as to the financial position of the combine 
as a whole For example it is possible for the Balance Sheet 
of the holding company to show a strong liquid position, 
although many of the subsidiaries may be m a hopelessly 
insolvent condition This has been the position revealed 
m the case of many of the spectacular failures in the past 

Taken by itself, the legal Balance Sheet of a holdmg 
company cannot possibly give a clear view of the financial 
position of the group of companies as a whole It is for 
this reason that there has developed an ever-increasing 
demand for fuller and more detailed information In this 
connexion Lord Plendei stated, "having regard to the 
extent to which business is carried on through the medium 
of subsidiary companies, in my opinion the time has come 
when the whole question of further and more adequate 
disclosure should be reviewed ” At the fifth International 
Congress on Accounting, Mr Chas J G Palmour, F C A , 
stated " It appears to be univei sally agreed that the normal 
or legal form of Balance Sheet does not convey sufficient 
information to the shareholders of a holding company and 
that some form of consolidated financial statement should 
also be issued ” (See The Accountant, Vol XCIX, page 
495 ) With these opinions probably all are in entire accord , 
it rests therefore with those responsible for the admmis- 
tration of holding companies, m co-operation with account- 
ants, to concentrate upon fimdmg the solution of tins 
difficult problem 
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The Need for a Clear View of (a) the Earnings, and 

(b) the Financial Position of the Whole Group of 

Companies 

Obviously, as is the case with every undertaking, m 
order to obtain a clear view of the financial position and 
progress of a holding company it is necessary to see 
on the one hand the earnings and on the other hand the 
financial position of the whole group of companies If 
this information is available it is possible to judge whether 
the aggregate earnings represent a reasonable return upon 
the total capital invested m the group, and to follow 
the trend of this relationship from year to year This, 
it seems to the writer, is the paramount factor and the 
crux of the whole problem, the solution of which, it is 
suggested, lies in the direction firstly of the preparation 
of a consolidated statement of earmngs and secondly of 
a consohdated statement of the assets and liabilities 
either of the whole group of companies or of the sub- 
sidiary and sub-subsidiary companies as a group In the 
latter case this statement will show exactly what is 
comprised in the items appearmg m the holding company’s 
Balance Sheet, 1 e investments in and advances to and 
from subsidiary companies 

A further alternative, which, m the writer’s opmion, has 
much to recommend it, is to prepare a consolidated state- 
ment of assets and habihties of the subsidiaries and also a 
consolidated statement embracing the Balance Sheets of the 
subsidiary and sub-subsidiary companies and the Balance 
Sheet of the holding company In this way the financial 
position can be seen from three important viewpoints 
Firstly, the position of the holding company would be 
shown by its legal Balance Sheet, includmg the total 
mvestment m subsidiaries Secondly, that which lies be- 
hind the mvestment in the subsidianes would be revealed 
by the consohdated statement of the assets and liabilities 
of the subsidiaries Thirdly, the consohdation of the flatter 
statement with the legal Balance Sheet of the holding com- 
pany would reveal the overall financial position of the 
entire group of companies 

In the case of all of these consolidated statements, 
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as regards both earnings and assets and liabilities, it is 
important to appreciate that they are statistical state- 
ments only, prepared for the benefit of the shareholders 
of the holdmg company These statements are built up 
from the Profit and Lqss Accounts and Balance Sheets of 
ali of the companies within the group, and they are not 
therefore the accounts of one busmess undertaking 
In preparing these statements also it must be borne 
in mind that adjustments have to be made m the case 
of all of these consolidated statements for the interest 
of outside shareholders The holding company is entitled 
to a proportion only of the aggiegate earnings and of the 
surplus of assets over liabilities of the subsidiaries That 
proportion is governed by the holding company’s share of the 
equity of the respective companies 
In addition, of course, all items representing mter- 
company indebtedness should cancel out In those cases 
in which the financial years of the parent and subsidiaries 
do not coincide an adjustment has, of course, to be made 

The Dunlop Rubber Co ’s Report and Accounts 

In order to illustrate a method of presentation of the 
accounts of a holdmg company international in character, 
and with a view to illustrating the mam points under 
consideration, the reader is referred to the Dunlop Rubber 
Co ’s repoit and accounts appearmg m Appendix A This 
appendix also includes the reports and accounts of Dunlop 
Cotton MiUs Ltd and Dunlop Plantations Ltd 
In the first place it is desired to make a few remarks 
upon the broad basis of the leport and accounts 
It wiU be observed that the directors’ repoit is much 
fuller and more informative than is usual in this country 
In the case of the profit figures and also the Balance Sheet 
position, comparisons with the figures for the previous year 
are given with explanations as to the principal variations 
It wiU. be observed also that m addition on pages 306 to 
307 comparative results for five years are given, so that 
the mam financial trends may be clearly seen In this way 
the Board endeavours to read the accounts for the benefit 
of the shareholders, and to give a general report on the 
year's operations 
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This procedure has a practical advantage as it relieves 
the chairman’s speech at the annual meetmg of a con- 
siderable burden of detail figures and leaves him free to 
deal Wxth the major matters and questions of general 
policy 

All will have seen many directors’ leports that contain 
merely a statement as to the profits available and the 
recommended appropriations together with the names of 
the directors due to retire by rotation and that they and the 
auditors offer themselves for re-appomtment It always 
seems to the writer that a board should have more than 
this to say in its annual report to the shareholders There 
IS no question that the directors’ report can most helpfully 
be used to amplify and clarify for the benefit of the share- 
holders and others the information contained m the accounts 
themselves and that the development of this practice is 
worthy of the consideration of the boards of public 
companies 

Turning to the Balance vSheet, it wiU be observed that the 
items are grouped and that sub-totals are given This 
simple innovation greatly facihtates the readmg of a 
Balance Sheet For example, the ratio of current liabilities 
to current assets and other important ratios can be seep at 
a glance The grouping in this way of items m a Balance 
Sheet seems to the writer to be so obviously helpful that 
he is surprised to see so many Balance Sheets still published 
m the old conventional manner 

It will be observed also that the figures for the pre- 
ceding year are given, which enables the variations to 
be readily seen The inclusion of the figures for the pre- 
ceding year is a practice that is much appreciated both by 
shareholders and by the financial press, as it greatly facili- 
tates the readmg of the accounts 

It will also have been noticed that the figures are shown 
to the nearest £ This is done merely with a view to mak- 
mg the statements easier to read It will be appreciated 
that the actual accounts on the company’s files contam 
the shilhngs and pence, and that it is merely when 
prmtmg these documents for pubhcation that this com- 
pany is so bold and unorthodox as to delete the shilhngs 
and pence 
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The Inclusion of Proposed Dividends Less Income 
Tax 

It will be observed that undei the heading of Cm rent 
Liabilities and Provisions, in the Balance Sheet, and also 
m the Profit and Loss Account, there are included the 
proposed dividends and also all dividends are shown in 
the accounts after deduction of Income Tax 

In the year 1929, as auditoi of a public company, the 
writei persuaded the Board of that company^ to include 
in its accounts the proposed dividends and also to show 
the dividends less income tax, although this form of presen- 
tation was unorthodox and contrary to all teaching and 
the then accounting practice In fact to-day, so far as the 
writer is aware, there is not a textbook that supports thi<5 
method, except this one Since 1929, however, an ever- 
mcreasmg number of the leading companies m this country 
have adopted this method of presentation 

It IS inteiesting to note that the mclusion of proposed 
dividends is a common and long established practice m the 
bankmg world, the Commercial Bank of Scotland having 
presented its accounts in this form since the year 1879 This 
actual Balance Sheet appears m The Accountant, Vol 
XCVI, page 398 

In view of the difference of opinion that exists as regards 
this not ummportant point, it may be of interest to attempt 
to summarize the arguments m favour of this modern form 
of presentation 

As regards the deduction of income tax from dividends, 
the income tax liability of a company is computed upon the 
ba^is of the company’s earnings and is m no way affected by 
its dividend distributions The income tax deducted from 
dividends does not have to be accounted for to the Inland 
Revenue as is the case with loan mterest and other such 
annual payments 

A distribution of profits by a company is taxed mcome in 
the hands of members and therefore, of course, has to be 
included in the mdmdual member’s income tax return at 
the gross amount Therefore, to declare a dividend less 
income tax is convenient, as it makes clear to members the 

1 The accounts of this company were 
page 593 


reviewed m The Accountant Vol LXXXI, 
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exact amount to be mcluded m their income tax returns 
But from the company’s point of view it is only the net 
amount of the dividend, i e the cash distribution, that 
affects its financial position For example, a dividend of 
8 per cent less income tax at 5s is exactly the same as one of 
6 per cent tax free both as regards the company and each 
member, but under the orthodox method of presentation 
the carry-forward shown m the directors’ report would be 
greater m the case of the tax free declaration The writer 
finds it difficult to understand why this should be so 

Under the orthodox method a declaration less tax has 
the effect of crediting the succeeding year’s revenue account 
with an amount representing the income tax deducted from 
the dividend paid m respect of the preceding year’s piofits 

It is submitted that the modem method is far more simple 
and also, it is suggested, correct 

Before arrivmg at a company’s net profit available for 
distribution there has to be taken into account not only 
the reserves which the directors m the exercise of their 
discretion deem it expedient to set aside, but also the 
provision for income tax, which cannot be less than, but 
may well exceed, the amount of the company's statutory 
liability That which remams for distribution therefore is 
m truth and m fact a taxed, or what might be termed a 
"Net,” Fund It seems to the writer but elementary logic 
that that which is paid out of that fund by way of dividend 
from which tax is deducted should likewise be expressed 
as a net sum 

As regards the embodying of the proposed dividend m 
the accounts, it is, of course, tme that the directors’ recom- 
mendation as to dividend is subject to the approval of the 
members m general meetmg, but it is of importance to 
note that the members are powerless to increase the amount' 
recommended by the Board They m^y, on the other hand, 
reduce the proposed dividend, but m forty years’ experience 
the writer can recall no instance m which this has occurred 
The nsk of such an eventuahty is so remote that it appears 
to the writer to be a singularly impotent weapon with 
which to attack the advocates of the modern method of 
presentation 

Moreover, the appropriations arise directly out of the 
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operations of the past yeai, but the oithodox method cuts 
across the accounts foi two yeais as last year’s appro- 
priations have to be included in the succeeding yeai’s 
Appiopriation Account 

In reading a Balance Sheet two vital factors which it is 
essential one should see clearly are (a) What exactly is the 
amount of the membeis’ mteiest m the company, i e the 
share capital plus reseives and undivided profits, and (6) 
what exactly is the amount Of the working capital, i e the 
surplus of the cuirent assets o\-ei the curient liabilities 

In the case of the orthodox Balance Sheet it is usually 
necessary to take pencil and paper and work out these 
two figures, as the proposed dividend distribution has to be 
deducted from the total of the members’ interest as dis- 
closed in the Balance Sheet, in addition to which it affects 
the surplus of cuirent assets over cuirent liabilities But 
why, it is asked, should those reading a Balance Sheet 
have to make such adjustments m order to anive at the 
true state of affairs ? The modem method has at least the 
merit that the real picture is presented m such a way that 
“he who runs may read ’’ 

Personally the writer cannot understand how it can be 
said to be ■^vrong to provide m the Appropriation Account 
and in the Balance Sheet for a proposed dividend so long 
as it IS so designated, as the dividend arises directly out of 
the past yeai’s operations, although it is admitted that it 
does not become a legal liability until it is voted by the 
members Furthei, the dividend distnbution is without 
doubt a known contingency, the amount of which is to all 
intents and. purposes known exactly It has always been 
accepted practice to provide for known contmgencies such 
as, for example, a claim m lespect of which litigation is 
pending In this case it is not known whether an actual 
liabdiu will matoiidluc, wh.it will be Ihc amount, and the 
date when the pa\mcnL will ha^c to be made 

In such ( ircumstancc-5 no one, it is suggested, would 
contend that it would be wiong foi a Boaid to make a 
icseivc foi thi'' possible liabilitj which might m fact never 
matciiah/c, and in spite of the f.ict that the amount of the 
piovision would be a mattei of jnirc' gucsb-work Why, 
Theicfoie, can it be wioiig to picwide foi a dividend 
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distribution which is a known contingency [a) directly arising 
out of the operations for the past year, (&) which for prac- 
tical purposes is certain to materiahze, and (c) the amount 
of which for practical purposes is exactly known? Of all 
the many contingencies that have to be provided for m the 
preparation of Balance Sheets, it is submitted that there 
IS none so certam to materialize as the dividends recom- 
mended by a Board of Directors 

In accordance with modern practice, the dividend recom- 
mendation IS shown in the Appropriation Account and 
also in the Balance Sheet as " Proposed Dividend less Income 
Tax ” It IS submitted, therefore, that m this way it is 
made quite clear that the dividend is not included as 
representing a legal liability at the date of the Balance 
Sheet, but as a reservation for a known contmgency In 
these circumstances the writer cannot see how it can be 
argued that this form erf presentation of the accounts of a 
company is wrong 

It may be contended that the members may not accept 
the dividend recommendation of the directors This is 
true in theory, but very unlikely in practice If this did 
occur, then the accounts as submitted would have to be 
amended, which has always been a possibility, as the 
Balance Sheet itself is submitted at the Annual General 
Meetmg for the approval of the members, who have the 
power to refuse to adopt the accounts as presented by the 
directors Recently the members of a well-known company 
refused to pass the Balance Sheet as submitted by the 
Board 

Under the modem method the Board submits to the 
members accounts which embrace the recommended appro- 
priations, both the accoimts and the dividend recom- 
mendations being, of course, sub]ect to the approval of 
the members The great advantages of this method are 
that in this way the members are enabled to see at a glance 
the exact effect that the Board’s recommendations will 
have upon the company’s financial position 

Furthermore, it is submitted that from the practical 
point of view the inclusion of the proposed dividends less 
income tax makes accounts much simpler in form and easier 
to read That this form of presentation is appreciated by 

19— (B 1324) 
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the public IS evidenced by the widespread and enthusiastic 
reception it has received in the Press and by the general 
public, and, furthermoie, by the fact that an ever-in creas- 
ing number of companies are adopting this method of 
piesentation 

Ten years of piactical experience have strengthened and 
confiimed the writer’s original thoughts on the subject and 
he IS convinced that this form of presentation is a great 
improvement on the orthodox one After all, every custom 
began as a broken precedent, and the writei is no longer 
content to bum incense at the altar of accounting conven- 
tion when logic, common sense, and practical expediency 
make iiiesistible demands that that convention should be 
superseded 

,The orthodox views upon this subject are ably reviewed 
by Mr Bertram Nelson in an article which appears in the 
issue of Accountancy of the ist October, 1938 Mr Nelson’s 
article was in reply to one wiitten by the author, and upon 
which the foregoing views aie based 

It IS now proposed to consider each of the statements in 
the accounts shown in Appendix A with a view to illustrat- 
ing a form of presentation which is m some directions a 
depaiture from general practice 

Statement of Profits i^pagc 299) 

In the writer’s opmion this statement represents the most 
interesting feature of these accounts and answers some 
of the most vexed questions that arise in connexion with the 
accounts of holdmg companies 

It will be observed that " Item I” represents the aggre- 
gate profits for the year of the parent company, mcludmg 
its proportion of the profits less losses of all subsidiary 
and sub-subsidiary companies, but before providing for 
payments m respect of guaranteed preference dividends 
and British and foreign taxation 

This figure therefore represents the normal earnmgs 
of the whole group of companies for the year, after adjust- 
ment for minority interests The total profits thus shown 
can, therefore, be related to the total capital employed 
in the whole combme as shown by the consolidated state- 
ment of assets and liabilities (pages 304 and 305) and thus 



PRESENTATION OF ACCOUNTS 2^1 

on the one hand the earnings can be judged and on the other 
hand the reasonableness or otherwise of the figures at which 
the combined assets stand 

“Item II” IS of special interest It will be observed 
that it lepresents the main company’s proportion of items 
which do not represent normal earnings attributable to the 
current year In a large group of companies there are from 
time to time mevitably “windfalls,” but under this form 
of presentation such items are clearly separated from the 
normal earnings Further, if subsidiary companies were to 
declare dividends out of past profits, such dividends would 
come under this headmg as representing abnormal items 
In this way, therefore, if past reserves are drawn upon or 
credit IS taken for any other abnormal items, this fact and 
the aggregate amount mvolved is clearly stated 

It v^l be observed that the statement then gives par- 
ticulars {Item IV {a)-{d) ) of the amounts deducted 
from the earnmgs of subsidiary and sub-subsidiary com- 
panies m respect of British and foreign taxation and 
guaranteed preference dividends 

Item IV (e) is another item of special mterest as it 
shows the total amount of the profits of subsidiaries 
held back durmg the year by those companies by way 
of special appropriations and undistributed profits held 
m reserve If, therefore, undistributed profits were ac- 
cumulated m the hands of subsidiaries tins fact and the 
aggregate amount mvolved is cleaily stated 

Item V represents the balance of profits available to 
the parent company and agrees with its Profit and Loss 
Account (pages 302 and 303) The remamder of this state- 
ment does not call for special comment 
This statement, it will be agreed, is a very simple one, but 
it does, it is suggested, give a clear view of the aggregate earn- 
mgs of the combme as a whole and of the holdmg company 
itself Further, it clearly separates normal and abnormal 
earnmgs and shows the amount of undistributed profits 
of subsidiaries and special appropriations that are bemg 
retamed by those companies It will be observed also that 
this statement embraces sub-subsidiary companies to which, 
by a curious omission, the Companies Act does not lefer and 
although the law apparently takes no cognizance of grand- 
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children from grandfather’s point of view, anything in the 
nature of a portrait of the family group cannot reasonably 
exclude these not infrequently numerous descendants 

Profit and Loss Account images 302 and 303) 

There are no special features in connexion with the 
Profit and Loss Account of the holding company itself, 
except that here again abnormal items are shown separately 
and as already stated the proposed dividends are included 
It is suggested that this form of presentation of the 
earnmgs m the two statements considered above does 
answer the various points of difficulty in connexion with 
holding companies that have aheady been described In 
any event, it does represent an honest attempt to solve 
those problems 

Balance Sheet of the Holding Company (j}ages 300 and 
301) 

As regards the Balance Sheet of the holding company 
itself, the main features have already been dealt with, but 
there are ]ust two points to which reference should be made 
Amongst the reserves {Item 11 {e) ) an item appears 
" reserve for mter-company profits m inventory valuations 
of subsidiary companies ” As has been explamed, in the 
case of a holding company, it is highly desirable to make 
adjustment for mter-company piofits of this nature but 
the writer had never before seen the item separately and 
distmctly stated It is suggested that there is an advantage 
in doing this as it makes it clear that these adjustments 
have m fact been made 

It will also be noted that the reserve for contmgencies 
{Item II (c) ) is separately stated It is not uncommon 
in pubhshed Balance Sheets for an item of this character 
to be merged with sundry creditors, but the writer is of 
the opmion that, with the possible exception of banks, 
which are m a category by themselves, it is wiser to disclose 
all items of this nature 

Consolidated Statement of Assets and Liabilities 

{pages 304 and 305) 

By way of preface to the remarks under this headmg the 
wnter would like to take this opportunity of expressmg the 
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opinion that the term "consolidated Balance Sheet” 
which IS so frequently used is a misnomer There can, m 
his view, strictly speakmg, be no such thing 

The term "Balance Sheet” imphes a picture of the 
financial position of a company—^ firm, an individual, 
an institution — ^in other words a self-contained unit or 
entity — and the moment one travels beyond the limits 
of that unit and seeks to conglomerate a series of such 
pictures the result can never be a Balance Sheet, but is 
nothmg more than a consolidated statement of assets and 
liabilities which it will be observed is the title under which 
the Dunlop Co has presented the picture of its family 
group 

The first feature to which attention should be directed 
is the indication which is clearly given at the head of the 
statement as to the exact pomt at which consohdation has 
been effected, i e that the statement embraces aU sub- 
sidiary and sub-subsidiary companies m which over 50 per 
cent of the ordinary shares or stock and over 50 per cent 
of the voting control is held within the group 

The exact pomt of consolidation is an mterestmg and 
debatable question Some holding companies take the view 
that a 75 per cent holdmg should be the determmmg point, 
presumably on the ground that such a majority is necessary 
m order to gam effective control having regard to the votmg 
majority requisite for the passing of a special reso)|ition 

It is not proposed to discuss this question, but merely 
to point out that it is not common practice to mdicate on 
such statements the precise pomt at which consolidation has 
been adopted 

For reasons that are given m the Directors’ Report, 
it will be observed that the assets and liabihties of the 
German companies have not been classified under then 
respective headings m the Consolidated Statement of 
Assets and Liabilities As regards the treatment of the 
profits made in Germany, the reader is referred to the note 
appealing at the foot of the Statement of Comparative 
Results appearing upon page 306 An mterestmg question 
of principle is involved, namely, as to whether it is correct 
to consohdate profits and assets and habihties of a sub- 
sidiary company in a foreign countiy when, owing to 
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exchange lestrictions, it is impossible to remit dividends or 
surplus funds out of that country 
Although the holding company may own loo per cent 
of the shares in the foreign subsidiary, yet it is obvious that 
under these exceptional circumstances the holding company 
IS not in a position to exercise effective control 

If it were decided to consolidate, the difficult problem 
would immediately aiise as to the basis upon which the 
German profits and assets and liabilities should be valued, 
1 e what rate of exchange should be adopted It will be seen 
that in these circumstances the Directors of the Dunlop 
Rubber Company decided not to consolidate the German 
assets and liabilities, atid to show the paient company’s 
investments m the German companies as a separate item 
{Item II (d ) ) undei the heading of Investments m the 
Consolidated Statement of Assets and Liabilities The 
mvestments m the Geiman subsidiaries aie, therefore, 
treated m exactly the same way as investments in Associ- 
ated companies which latter, as has been stated, represent 
companies which the holdmg company does not control 
As regards the profits made m Germany, it wiU be observed 
from the footnote on page 306 that these are only included 
to the extent of dividends actually received by the parent 
company 

The statement which shows the financial position of 
the group of companies as a whole follows substantially, 
so far as anangement and grouping of items is concerned, 
the same Inies as the legal Balance Sheet 
The object of this statement is to reveal what lies behind 
that large "umbrella” which the legal Balance Sheet 
shows "father” holdmg m his hand m the shape of invest- 
ments m and advances to and fiom subsidiary companies, 
and, read m conjunction with the statement of profits which 
reveals the aggregate earnmgs of the group as a whole, 
presents, it is submitted, a complete picture Thus share- 
holders are enabled to obtain a reasonably clear view, both 
of the earnmgs and of the financial position of the group 
of companies in which through their shares m the parent 
company they are mterested as investors 
This statement is, of course, made up from the Balance 
Sheets of aU of the compames withm the group, m 
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accordance with the definition at the head ot the statement 
to which reference has been made 
The mterest of outside shareholders, it will be seen, is 
separately stated on the left-hand side (item III) In amv~ 
mg at this figure there must be taken mto account the 
outside shareholders' proportion of general reserves and 
undistributed profits or losses 

On the other side of the Balance Sheet the item "Good- 
will Accounts” {Item IV) may puzzle some readers 
Upon consolidation theie may, of course, be items of good- 
will m some of the various Balance Sheets In addition, 
when purchasmg shares in subsidiary companies the 
holding company may have paid more or less than the 
par value for the shares, and m consequence adjustments 
m respect of these differences become necessary 

For example, suppose a case where a holding company 
purchased for a sum of £‘Z00,000 the whole of the issued 
share capital of another company consisting of 150,000 
shares of £1 each It happens that the Balance Sheet of 
the latter company discloses the followmg position — 



£ 


£ 

Share Capital 

150 000 

Goodwill 

10,000 

Creditors 

130,000 

Tangible Assets 

290,000 

Profit and Loss Account 

30,000 

£300 OOP 


;£300 000 


Assume further that the purchase was effected on 
the day on which the holdmg company closed its accounts 
and that the newly acquired subsidiary’s Balance Sheet is 
therefore conung mto the consolidated statement to be 
prepared 

In the first place there is the asset of £200,000 (the 
cost of the shares) appearing in the legal Balance Sheet 
which IS expunged from the consolidated statement in 
order that its place may be taken m the latter document 
by that which the investment represents, namely the assets 
less the habihties of the subsidiary company 
There therefore comes mto the consohdated statement 
the various tangible assets of the subsidiary, which will be 
grouped under their appropriate headmgs 
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totalling £-zgo 000 

There will also come m under the heading of 
goodwill the amount at which that asset 
stands in the subsidiary Balance Sheet -viz ;£io 000 

The holding company had to pay a piemmm 
for these shares which is not represented by 
any specific asset in the subsidiary s accounts 50 000 

Thus for the consolidated statement a goodwill 
figure appears of 

Although howe\or the holding company paid 
this premium for the shares there were 
undistributed profits in the subsidiary which 
the holding company can abstract by way of 
dividend at once if it will so that these profits 
should properly be deducted 

Leaving as the effective price paid for the good- 
will of the subsidiary 

The total accounted for on the assets side of the 
consolidated statement is thus 

After inserting on the liabilities side of the state- 
ment the subsidiary company s ci editors 
amounting to 

There is left a difference of £200 000 

which it Will be obseived is exactly equal to the cost of 
the investment appearing in the legal Balance Sheet 

Comparative Results [pages 306 to 307) 

It wih be observed that the comparative results give in 
the fiist place particulars for the five years 1933 to 1937 
of the aggregate profits of the Dunlop Rubber Co and all 
of its subsidiaiy and sub-subsidiary companies and, after 
deducting therefrom the Dunlop Rubber Company's pro- 
portion of British and foieign taxation and guaranteed 
preference dividends borne by the subsidiaries, the balance 
of profit available to the Dunlop Rubber Company 

The next statement shows how the annual profits available 
each year to the Dunlop Rubber Company were appropriated 

Particulars aie then given of the total issued share and 
loan capital of the Dunlop Rubber Co and also particulars 
of the surplus and reserves 

The final statement shows the surplus of current assets 
over current habilities, firstly of the Dunlop Rubber Co 
and, secondly, on the consohdated position 

The object of these statements is to enable shareholders 
to obtam a clear view of the mam financial trends and thus 
to make' the accounts as informative as possible 


40,000 
330 000 

130 000 
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Conclusions 

In the case of a large international holding company 
the form of presentation of the accounts is a complex 
problem It has first to be decided exactly what information 
should be given Ind then how it can best be presented 
The aim should be to give the shareholders aU the informa- 
tion that they may reasonably expect m as clear and simple 
a form as is possible 

The argument is commonly put forward that it may 
be very hurtful to a holding company to pubhsh con- 
solidated statements of eammgs and of assets and habili- 
ties, on the ground that this mformation may be used by 
competitors to the detriment of the combme 
The wnter finds great difficulty m accepting this argu- 
ment , m fact, upon the hnes described, he caimot imagine 
how the information disclosed can be utilized by competi- 
tors to the detriment of a holdmg company 
It is often stated that such disclosures may be harm- 
less in good times but that a holding company would 
regret such disclosure when bad times came The wnter 
does not agree The directors of a company cannot 
always prevent a fall m profits or even losses If m such 
circumstances the eammgs of the combine suffer, surely 
the shareholders are entitled to see the real effect of the 
adverse tradmg conditions upon the company Experience 
clearly shows that directors have got into senous difficulties 
only when they framed their accounts so as to withhold 
from the shareholders a true view of the position of 
affairs 

The^wnter ventures the opmion that no holdmg company 
that has issued consohdated statements would testify that 
the company had suffered thereby m any way Experi- 
ence, it IS suggested, is all the other way, in that the pub- 
lication of informative accounts tends to breed that 
confidence of shareholders and of the public generally which 
IS of real commercial value to any undertaking 

The presentation of accounts with the obvious mtention 
of withholdmg mformation is frequently the forerunner 
of rumour and ill-founded conjecture which competitors 
may exploit to the detriment of a company 
The writer’s own view is that both from the ethical and the 
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commercial standpoint, full and informative accounts are, 
m the long run, the only wise policy 

There is no question that in the case of holding com- 
panies theie has developed a strong public demand calling 
for more informative accomits, and to ilKistrate the pubhc 
response to the issuing of consolidated statements the 
foUowmg are three extracts from the Press referring to 
the accounts of the Dunlop Rubber Company for 1933, 
when this form of presentation was first introduced 

The Accotmtant — It is almost impossible to find sufficient praise with 
which to acclaim the new standard in company accountmg set up by the 
1933 accounts of the Dunlop Rubber Co Ltd Our best commendation 
IS reaUy their appearance m this week s issue of The Accountant so that 
the accountancy profession itself may see the high level of informativeness 
that IS possible m company accounts particularly in the case of holdmg 
companies, it the determmation of the management and officials is 
directed towards that end These accounts answer aU the piesent-day 
cnticism regarding the obscurity that is possible in the earnings and 
assets of subsidiary companies when accounts are presented in the 
manner allowed by law Especially do they cover those pomts such as the 
holdmg up of profits in the accounts of subsidiaries and the accumulation 
of secret reserves and the subsequent declaration of dividends by sub- 
sidianes wholly or partly out of profits of previous years 

The Daily Telegraph — ^The 1933 accounts of the Dunlop Rubber Co 
wiU be a ]oy to its own shareholders and the envy of all others 
Detailed balance sheets, classification according to liquidity, comparative 
figures, and even ' consolidated” statements are now, happily, familiar 
features of many accounts, though in aU these improvements Dunlop has 
led the way But no other company has yet had the courage so far to 
bleak with tradition as to give what may be called a "consolidated” 
profit and loss account, reveahng the precise treatment of all subsidiary 
earnings and segregating all special credits , or to state plamly that all 
reserves are now disclosed All these details now appear, and in the most 
unambiguous terms, with comparative figures m each case The sliare- 
holder can hardly ask for moie It is no doubt too much to hope that 
aU holding companies will speedily follow the Dunlop example, but, now 
that tradition has once been broken, it is probable that reaUy frank 
inter-company statements wiU become more and more common If so, 
Dunlop wiU earn the lastmg gratitude of aU discerning mvestors 

The Economist — ^The report of the Dunlop Rubber Co for 1933 places 
the company in the forefront of British concerns as regards the pubhcation 
of dear, detailed and comprehensive accounts The document embodies 
nearly aU that The Economist and other cntics of obscurantism have 
advocated; m season and out of season, for years past, and gives the he 
to the familiar assertion that a large holdmg company cannot afford to 
go beyond the meagre disclosure laid down by law, for fear of giving away 
valuable mformation to its competitors 

These and similar comments in the Press m many 
parts of the world have encouraged the writer to feel that 
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this company is upon the nght course and, further, he is of 
the belief that through the new form of presentation of its 
accounts the Dunlop Company has lost nothing, but gamed 
much 

There are those who argue that a holding company should 
disclose the names, the accounts, and the amount of the 
holdmg company’s investment m each subsidiary and sub- 
subsidiary company There are holding companies that 
disclose this mformation and some contend that this 
practice should be made compulsory by law The writer is 
firmly of the opmion that this suggestion is impracticable 
and undesirable as theie are holdmg companies with many 
hundreds of subsidiaries Furthermore, it is not uncommon 
for holdmg companies to acquire control of subsidiaries 
under circumstances where, m order to mamtam the good- 
will of the subsidiary, it is essential that it shall not be 
known to the public that the holdmg company is interested 
m the subsidiary 

Were this mformation disclosed, the demand would 
inevitably follow for particulars of trading results of 
individual subsidiaries In cases where the number of 
subsidiaries is very numerous, this would be impracticable 
and, furthermore, most misleading conclusions might be 
drawn unless m many cases the tradmg basis between the 
various companies was also explamed 

In the writer’s opmion, the shareholders of a holding 
company should be presented with a clear view of the 
earnings and financial position of the group of companies 
as a whole and this can be efiected by means of consohdated 
statements, but it is submitted that, m the majority of 
cases, it IS not reasonable or desirable to disclose the names 
and particulars as regards the earnmgs and financial position, 
etc , of each subsidiary and sub-subsidiary of the holding 
company 



CHAPTER XIV 

THE AUDIT OF THE ACCOUNTS OF HOLDING COMPANIES 

As has been explained in the precedmg chapter, each 
company withm the group is a separate legal entity and 
therefoie auditors must be appomted to audit the accounts 
of each In the case of a subsidiary or sub-subsidiary 
company, no special points arise, but there are several 
important factors which should be boine in mmd in 
connexion with the audit of the accounts of the holding 
company itself 

Although it IS not legally necessary, there are advantages 
m one firm of auditors acting for the whole of the com- 
panies within the group, as in this way the auditors will 
acquire an inside knowledge of the whole of the ramifica- 
tions of the group and will, therefore, be m a better position 
to trace through all inter-company transactions There 
have been cases where unscrupulous directors have been 
able to cover up improper manipulations which would have 
been impossible had one firm audited the accounts of all 
the compames within the group 

It IS not, however, always possible to arrange for one 
firm to audit the whole of the accounts, especially in the 
case of a holding company with subsidiaries in many 
different countries If the auditors of the holdmg company 
do not audit the accounts of all of the subsidiary and sub- 
subsidiaiy companies, then they should examine the 
audited accounts of each subsidiary and sub-subsidiary 
company, and in cases where these are submitted in an 
abridged form they should also have access to the detailed 
accounts In addition, information and explanations from 
the directors and auditors of the subsidiaries should be 
obtamed m connexion with any questions upon which the 
auditors of the holdmg company are not clear, or upon 
which they require further data 

In cases where the holdmg company issues consolidated 
statements of profits and assets and habihties, if the 
auditors of the holdmg company are mstructed to audit 
these statements it wiU be necessary for them to see that 
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the accounts of the subsidiaries are prepared upon, as nearly 
as possible, a uniform basis In this connexion, Mr Chas 
J G Palmour, F C A , stated, at the fifth International 
Congress on Accountmg — 

It IS generally agreed that, if at all possible, all Balance Sheets to be 
consohdated should be made up to the same date It is also considered 
important that each company within the group should have, as far as 
possible, a similar system of accountancy, so that the annual accounts 
may,r.be prepared m a comparable form Another important pomt made 
IS that the same basis of valuation should be applied to the stock m each 
constituent company and that plant and other fixed assets should be 
carried m the respective Balance Sheets and depreciated or amortised 
on a common basis {The Accountant, Vol XCIX, page 496 ) 

The Companies Act, 1929 — Sections 125, 126 and 127 

Sections 125, 126 and 127 of the Companies Act, 1929, 
deal specifically with holding companies These sections, 
which are of the utmost importance to auditors, are as 
follows — 

125 Where any of the assets of a company consist of shares in, or 
amounts owmg (whether on account of a loan or otherwise) from a sub 
sidiary company or subsidiary companies, the aggregate amount of those 
assets, distingmshing shares and indebtedness, shall be set out m the 
Balance Sheet of the first-mentioned company separately from all its 
other assets, and where a company is mdebted, whether on account of a 
loan or otherwise, to a subsidiary company or subsidiary companies, the 
aggregate amount of that mdebtedness shall be set out in the Balance 
Sheet of that company separately from aU its other habfiities 

126 — (i) Where a company (m this section referred to as "the holdmg 
company”) holds shares either directly or through a nommee m a sub 
sidiary company or in two or more subsidiary companies, there shall be 
annexed to the Balance Sheet of the holdmg company a statement, signed 
by the persons by whom in pursuance of section one hundred and twenty- 
mne of this Act the Balance Sheet is signed, statmg how the profits and 
losses of the subsidiary company, or, where there are two or more sub- 
sidiary compames, the aggregate profits and losses of those companies, 
have, so far as they concern the holdmg company, been dealt with m, or 
for the purposes of, the accounts of the holding company, and m particular 
how, and to what extent — 

(а) provision" has been made for the losses of a subsidiary company 
either m the accounts of that company or of the holding company 
or of both , and 

(б) losses of a subsidiary company have been taken into account by the 
directors of the holding company m amvmg at the profits and losses 
of the holdmg company as disclosed m its accounts 

Provided that it shall not be necessary to specify m any such statement 
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the actual amount of the profits or losses of any subsidiary company, or 
the actual amount of any part of any such profits or losses which has been 
dealt with m any particular manner 

(2) If m the case of a subsidiary company the auditors’ report on the 
Balance Sheet of the company does not state without quahfication that 
the auditors have obtained aU the information and explanations they have 
required and that the Balance Sheet is properly drawn up so as to exhibit 
a true and correct view of the state of the company’s affairs accordmg to 
the best of their information and the explanations given to them and as 
shown by the books of the company the statement which is to be annexed 
as aforesaid to the Balance Sheet of the holding company shall contain 
particulars of the manner in which the report is qualified 

(3) For the purposes of this section the profits or losses of a sub- 
sidiary company mean the profits or losses shown in any accounts of the 
subsidiary company made up to date within the period to which the 
accounts of the holding company relate, or, if there are no such accounts 
of the subsidiary company available at the time when the accounts of the 
holding company are made up, the profits or losses shown in the last 
previous accounts of the subsidiary company which became available 
within that period 

(4) If for any reason the directors of the holding company are unable 
to obtain such information as is necessary for the preparation of the 
statement aforesaid, the directors who si^ the Balance Sheet shall so 
report m writing and their report shall be annexed to the Balance Sheet 
in heu of the statement 

127 — (i) Where the assets of a company consist in who'le or in part of 
shares m another company, whether held directly or through a nommee 
and whether that other company is a company within the ineamng of this 
Act or not, and — 

(a) the amount of the shares so held is at the time when the accounts 
of the holding company are made up more than fifty per cent of the 
issued share capitcd of that other company or such as to entitle 
the company to more than fifty per cent of the votmg power m that 
other company, or 

(b) the company has power (not being power vested m it by virtue only 
of the provisions of a debenture trust deed or by virtue of shares 
issued to it for the purpose in pursuance of those provisions) directly 
or mdirectly to appoint the majonty of the directors of that other 
company, 

that other company shall be deemed to be a subsidiary company within 
the meaiung of this Act, and the expression ‘subsidiary company" in 
this Act means a company in the case of which the conditions of this 
section are satisfied 

(2) Where a company the ordinary busmess of which mcludes the 
lending of money holds shares m another company as secunty only, no 
account shall for the puipose of determimng under this section whether 
tl^at other company is a subsidiary company be taken of the shares so held 

The mam pomts ansmg m connexion with Section 125 
have already been dealt with m the preceding chapter 
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Qualifications in the Reports of Auditors of 
Subsidiaries 

Sub-section 2 of Section 126 lays upon the directors of 
a holding company an obligation to disclose particulars 
of the qualifications, if any, m the auditor’s report on the 
accounts of a subsidiary company In complymg with 
this requirement a difficulty is sometimes encountered in 
determining what precisely constitutes a qualification m 
regard to which disclosure is necessary 
Although it is probable that opinions on the point may 
differ it IS considered that a distmction can reasonably be 
drawn between what may broadly be classified as — 

{a) Observations, and 
(6) Reservations 
contamed m the auditor’s report 

Included m category {a) would be mere statements of 
fact which do not per se cast doubt or suspicion upon the 
figures in the Balance Sheet, for example — 

"The Stock m Trade has been ascertained and valued by the 
Company’s Officials ’’ 

"We have not exammed the Title Deeds of the Properties, which are 
deposited with the Company’s Bankers m Bombay ’’ 

"Effect has been given in the Balance Sheet (31st December, 1932) 
to the terms of the Scheme of Capital Reorgamzation sanctioned by the 
High Court on the 19th January, 1933 ’’ 

It is felt, however, that Section 126 (2) is intended to 
embrace only those qualifications which properly fall 
under category (&), m which attention is directed, inter 
aha, to an overstatement in the value of an asset, the 
understatement of a liability, or the omission to indicate 
the existence of a contmgent liability In brief, the question 
for determmation appears to be whether the qualification 
IS manifestly mtended to convey to the members that the 
financial position of the company is or may be worse than 
the figures m the Balance Sheet indicate, and, if so, the 
position of the holdmg company is or may be affected to a 
correspondmg extent 

In this connexion it is of interest to observe m passing, 
the case where on the Balance Sheet of a subsidiary company 
a note appears mdicatmg that the company is contingently 
hable for, say £:^o,ooo, for example, in respect of a claim 
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for damages which is m dispute The fact of the note 
enables the auditor to give an unqualified report on the 
Subsidiary Balance Sheet There are, therefoie, no qualifica- 
tions to be mentioned in the directors’ statement on the 
holding company’s Balance Sheet, nor is it obligatory 
upon them to disclose the fact that the subsidiary company 
has a contingent liability 

The auditor of the holding company, however, in con- 
sidermg the value of the holding company’s investment in 
the subsidiary in question, would have regard to the fact 
of the contingency and in these circumstances he might 
consider that a qualification in his report on the Balance 
Sheet of the holding company was m consequence impera- 
tive, unless a note as to the contingent liability of the 
subsidiary was inserted on the holding company’s Balance 
Sheet 

A peculiar position can arise where the auditor of the 
subsidiary company makes q specific qualification m his 
report relative to say the omission of a liabihty or the 
insufficiency of the amount of the depreciation charged 
In this case, if the subsidiary is situated abroad, there 
may not be sufficient time m which to have amended 
accounts prepared and certified and sent to this country 
Such a situation might be met by the holding company 
compensating for the defect by makmg a specific provision 
m its own accounts In such circumstances although 
the qualification still lemains in the report on the official 
Balance Sheet of the subsidiary company and should 
perhaps in the strictest legal sense be disclosed in the 
Diiectors’ statement annexed to the holding company’s 
Balance Sheet, it is felt that the omission so to do would 
expose the directors to little risk of cnticism (the section 
imposes nothing m the shape of a penalty for its mfraction) 
on the ground that the holding company has itself made 
good the shortcoming of its subsidiary, to which the 
latter’s auditor has drawn attention through the qualifica- 
tion in his report 

Before leaving the sub3ect it may be desirable to mention 
the case of subsidiaries m foreign countries, the laws of 
which do not call for any statutory form of audit report 
on the accomits of companies operating withm their 
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jurisdiction In many such cases the local auditor may 
merely sign the Balance Sheet under a reference to the 
date of his detailed report thereon, which may be set out 
m the form of a letter devoted mamly to the submission 
of statistical information on the accounts Should the 
report be in this form it is none the less necessary to examine 
its terms with a view to ascertammg whether, interspersed 
in the detailed mformation, there is any statement which 
can reasonably be construed as a quahfication falling under 
the category (b) i e Reservations, mentioned above, which 
comes within the ambit of the section 

The Valuation of Investments m and Advances to 
Subsidiary and Sub -subsidiary Companies 

The auditor of a holdmg company must satisfy himself 
that the investments m and advances to subsidiaries have 
been valued m the holding company’s Balance Sheet in 
accordance with correct principles It is, therefore, of the 
utmost importance that these pnnciples should be clearly 
defined, and the foUowmg is an attempt to do so 
Subsidiary companies are financed by the parent com- 
pany m various ways, e g by means of direct mvestment m 
the share capital of the subsidiary, by means of fixed or 
permanent loans to the subsidiary and/or by means of trade 
credits in the form of current accounts 
As a matter of organization, it is most undesirable that 
permanent loans and current accounts should be combmed 
m one account m the books of the respective compames 
The fixed loan account is part of the holdmg company's 
permanent mvestment and, together with the share mvest- 
ment, represents the total permanent capital provided by 
the parent company By this means, the subsidiary is 
provided with the necessary fixed and working capital with 
which to carry on its trading operations 

The current account, on the other hand, should embrace 
goods, charges, etc , together with loan mterest and divi- 
dends due to the holdmg company The balances upon this 
account should be payable in cash upon a basis agreed 
between the two companies In the event of the working 
capital requirements of the subsidiary permanently mcreas- 
mg, the parent company may, from tune to tune, agree to 

ao-(B 13 a+) 
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meet the situation partly oi wholly by means of a transfer 
of an agieed amount from the current account to the fixed 
loan account 

The accepted principle of valuation, as legaids the share 
mvestments and the fixed loans, is cost less necessary 
reserves for the losses of subsidiaries The basis upon which 
the reserves for losses are calculated is discussed later 

From the point of view of the holdmg company, mvest- 
ments m and permanent loans to subsidianes are fixed assets 
and, therefore, the basis of valuation must be stated in 
the Balance Sheet In the Dunlop Rubber Company's 
Balance Sheet, given m Appendix "A,” it will be seen that 
this item IS descnbed as “Investments and Advances at 
cost less amounts written off and reserves ’’ 

As these investments and advances are fixed assets held 
with a view to earning income, and not with a view to 
leahzation, the leahzable value is propeily disregarded 
Although there are exceptions to the lule, the normal test 
as to whether or not the holdmg company has made a 
sound mvestment in a subsidiary company is the ratio of 
the mcome yield upon such investment If consohdated 
statements are issued, the over-aU position can be judged 
by companng the consohdated earnmgs of the whole group 
of companies with the amount of the total capital invested 
m the group 

In cases where a holdmg company has investments m 
and permanent advances to foreign subsidiaries, and these 
mvestments and advances are upon a currency basis, then 
foi the same reasons it is not necessary to revalue these 
mvestments and advances from year to year, upon the 
basis of the lates of exchange on the date of the Balance 
Sheets In these circumstances, fluctuations m the ex- 
change rates do not affect the capital position, except in the 
event of realization, but these exchange fluctuations will 
directly affect the amount of the annual income m the form 
of dividends and mterest yielded by these mvestments and 
advances 

In the case of true current accounts, the balances of 
which are payable by the subsidiary companies m cash, 
these, m fact, represent current assets to the holding 
company These balances, therefore, must be mcluded m 
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the holding company’s Balance Sheet at their realizable 
value, if that is lower than their book value If, therefore, 
such current accounts were upon a currency basis (1 e the 
arrangement between the two companies bemg that the 
subsidiary is charged for goods supphed or services ren- 
dered, upon a currency basis) then, in making up the holding 
company’s Balance Sheet, the whole of these debts would 
have to be valued upon the basis of the current exchange 
rates If, therefore, in the aggregate, upon revaluation in 
this way, the total value of these current accounts is below 
the total book value, then provision for this net difference 
should be made in the accounts of the holding company 
On the other hand, if the arrangements be that these current 
accounts are upon a sterlmg basis, then the exchange 
differences upon these current accounts would have to be 
provided for in the respective accounts of the subsidiaries 
In the audit of the accounts of holdmg companies, the 
question of the valuation of the mvestments m, advances to, 
and current accounts with subsidiaries is the vital point of 
the audit The auditor must, therefore, satisfy himself 
that the methods adopted by the holding company are 
such that the Balance Sheet does give a reasonably clear 
view of the position If it does not, then he would be unwise 
if he failed to make the position clear by means of a quali- 
fication in his report 

Further Points Arising in Connexion with 
Investments in Subsidiaries 

The foUowmg are some further pomts to which the auditor 
of a holdmg company must direct his attention m consider- 
mg the item of mvestments m subsidiary companies 

If m the case of a subsidiary which declares a dividend 
whoUy or partly out of profits which were earned prior to 
the date when the holdmg company acquired the shares m 
that subsidiary, that portion of the dividend which is paid out 
of such prior profits should, m the accounts of the holdmg 
company, be treated as a capital receipt, and not as revenue 
The auditor must ascertam exactly how the profits and 
losses of subsidiary compames have been dealt with in 
the accounts of the holdmg company and of the subsidiaries, 
although there is no statutory obhgation to disclose, m 
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the accounts of the holding company, the amount of such 
profits and losses In paiticular, he must ascertam whether 
or not the holding company has piovided for the losses, or 
its appropriate propoition thereof, sustained by a subsidiary 
company or companies The effect of failure so to do is 
pnma facte that no provision is made for what may he 
depieciation m the value of the holding company's mvest- 
ments m those companies 

The words -prtma facte and may be are used advisedly, as 
this rule, although of general application, is by no means 
inflexible 

To take a simple illustration of a holdmg company with 
one 100 per cent subsidiary only which was formed in 
1929 Let it be assumed that the subsidiary has been 
consistently profitable, has paid regular dividends to the 
holdmg company, and that after payment of such dividends 
the subsidiary had a balance at the credit of its Profit 
and Loss Account brought forward at 31st December, 
1935 ) of say f/jooo The holding company has not taken 
this balance of undistiibuted profit into its accounts and 
the investment m the subsidiary stands m the holdmg 
company’s books at the origmal cost of the capital sub- 
scnbed, 1 e par If during the year 1936 a loss of say 
£3000 is sustained by the subsidiary, thereby reducmg its 
carry forward to £4000, it would not be obligatory upon 
the holding company to provide for the loss of in its 
accounts, as no depreciation has taken place in the holdmg 
company’s asset since acquisition, for the simple reason that 
the investment which stands m the holding company’s 
books at cost is, notwithstandmg the loss in 1936, worth 
£4000 more than its book value 

From the point of view of financial pohcy, however, it is 
suggested that even m these cucumstances it is advisable 
that this loss should be provided for in the accounts of the 
holdmg company, m order that a true view may be obtamed 
of the eammgs of the group of companies as a whole dunng 
the year under review This is particularly advisable in 
cases where a Consohdated Statement of Earnings is not 
published, as otherwise an mcorrect view will be given of the 
earnmgs of the group for the particular year For example, 
in the foregomg illustration if the loss of the subsidiary 
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were not provided for, the profits of the holding company 
itself for 1936 would be shown without having regard to the 
loss of ;^3000 mcurred during that year by the subsidiary 

Again, where there' are a number of subsidiary companies 
and some are profitable and others show losses, it is contended 
that the directors of the holdmg company are entitled to 
regard the group as a whole, and the necessity for providing 
for losses of the unfortunate members of the group may be 
removed if it is demonstrable that such losses in the aggre- 
gate are less than the aggregate surplus and undistributed 
profits for that year of the profitable subsidiaries Where, 
however, the pomt is reached that losses for a particulai 
year m the aggregate exceed the aggregate undistributed 
profits for that year the necessity for makmg provision for 
the deficit m the holdmg company’s accounts at once arises 
and failure so to provide will probably result m a qualifica- 
tion m the report of the auditor on the holdmg company’s 
Balance Sheet, if the amount mvolved is material 

In the case of a subsidiary which over a senes of years 
has made heavy losses, it is possible that these losses m the 
aggregate may amount to more than the issued share 
capital of that subsidiary The finance of the subsidiary 
would then probably be provided by means of advances 
from the holdmg company In these circumstances, if 
for example a holdmg company had 75 per cent mterest m 
the subsidiaiy, it should provide for 75 per cent of each 
year’s losses until the whole of the share capital had been 
exhausted In subsequent years the holdmg company 
should provide for 100 per cent of the losses The outside 
shareholders cannot lose more than the whole of their share 
mterest m the company When, therefore, the whole of 
their share capital and reserves have been lost the whole of 
the further losses are, in effect, encroaching on the holdmg 
company's advances 

A debatable pomt aiises m the case where the investment 
m the subsidiary company stands m the holdmg company’s 
books at a premium and the subsidiary m question is 
sustammg losses If, for example, the mvestment appeared 
at a cost of £80,000 representing the whole of the share 
capital of the subsidiary which consists of 50,000 shares 
of £x each, and the losses of the subsidiary eventually 
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aggregated £50,000, it follows that the whole of the capital 
m the subsidiary company has disappeared and if the 
holding company only provided for the trading losses on 
the footmg of £ for £ it would be left with its investment in , 
the subsidiary standing at £30,000 m its books whereas 
prima facie it is worthless 

In such circumstances it is submitted that in the holdmg 
company’s accounts there should be charged against each 
year’s Profit and Loss Account any tradmg loss of the 
subsidiary As regards the premium of £30,000 paid for 
the shares, this in effect represents the amount paid for 
goodwill, and the sound policy in this case would be to 
write off the £30,000 by means of appro£>nahons of profits 
or out of available reserves 

Under the Act, as has been explained, it is not compulsory 
for the holdmg company to provide for its proportion of the 
losses of subsidiaries, but m these circumstances it is 
necessary under Section 126 for the directors to make it 
clear that these losses have not been provided for From 
an auditor’s point of view a difficult situation anses if m the 
aggregate these losses are substantial m amount and have 
not been provided for, as obviously the shareholders of the 
holdmg company wiU not obtain from its accounts a clear 
view of the position of the group of companies in which they 
are interested 

It IS submitted that it is not the duty of the auditor in 
his report to disclose the aggregate amount of such losses, 
but that after careful consideration of the whole of the 
circumstances of the case, the auditor is entitled to and 
would be very unwise not to qualify his report to the 
effect that provision had not been made in the accounts of 
the holding company for its proportion of the losses incurred 
by certam subsidiary and/or sub-subsidiary companies 

An impoitant pomt anses m connexion with dividends 
received from subsidiaries For example, assume the case 
of a subsidiary company, the results of which are as follows — 

Dvuidmi 


Profit declared 

Year i ^^looo Nil 

„ 2 800 Nil 

3 jfiSoo Nil 

, 4 ^X200 Nil 

„ 5 £ 700 i£50oo 
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Nothing, it IS assumed, was included m the holding com- 
pany’s accounts in respect of any of the results of years 
I — 4) but the whole of the dividend of ;^5ooo was included 
in the fifth year It is considered that an indication, that 
this dividend has come in the mam out of profits of a prior 
penod, IS obligatory in the directors’ statement and prefer- 
ably also m the Profit and Loss Account of the holdmg 
company If this were not disclosed it wiU be seen that a 
profit-eammg subsidiary might be utilized by unscrupulous 
directors as a convenient means of artificially "ironmg out” 
the profits of the holding company in that the subsidiary 
profits could be disregarded m the years in which the 
holding company’s results were satisfactory and an accumu- 
lation of back ;^ears’ profits brought in when the holding 
company’s results happened to be poor and the directors 
desired to conceal this fact 

In the event of the directors refusing to give any mdica- 
tion of the facts on the face of the holding company’s 
Profit and Loss Account it becomes a question whether 
the circumstances are sufficiently matenal to warrant the 
auditor givmg the necessary mformation in ffis report 
His decision on this pomt, it is suggested, should be deter- 
mmed by a consideration of the relationship which the prior 
years’ subsidiary profits bears to the total profits appearing 
in the holdmg compalny’s accounts If the pnor years’ 
profits represent a material proportion, then it is submitted 
that the auditoi should msist upon the disclosure of this 
fact, either in the directors’ statement or in the auditors’ 
report 

In cases where the holding company has guaranteed the 
preference share capital and dividends of subsidiary com- 
panies, a note to this effect should appear on the Balance 
Sheet of the holdmg company Such a note appears on the 
legal Balance Sheet of the Dunlop Rubber Company, appear- 
mg m Appendix A 

In the case of mter-company transactions, for the reasons 
given in the preceding chapter, the auditor should ascertain 
whether any necessary reserve has been made therefor m 
the holdmg company’s accounts, if not there are circum- 
stances in which it may be necessary for him to qualify 
his report 
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The Directors’ Statement to be Annexed to the 

Balance Sheet 

In connexion with the requirements of Section 126 
Sub-section i, as to the statement to be annexed to the 
Balance Sheet relative to the profits and losses of the 
subsidiary company or companies, it will be observed that 
this statement has to be signed by the persons by whom the 
Balance Sheet has been signed, 1 e two directors, and 
although the auditor has no responsibility for this state- 
ment he is not infrequently consulted as to the form it 
should take The perusal of many Balance Sheets of 
holding companies has revealed that seldom is comphance 
with the requirements of tlus section strictly observed 

Little difficulty arises in those cases m which all the 
subsidiary companies have made profits and only the 
dividends which have been declared thereout are brought 
to the credit of the holdmg company’s Profit and Loss 
Account Where, however, the dividend from a subsidiary 
company is declared partly out of profits of a prior period, 
and the amount is material, it is consideied that a clear 
mdication of this fact should be given m the directors’ 
statement 

It is m the cases where losses have been sustained that 
particular care has to be taken in wordmg the directors’ 
statement Where subsidiaries have sustained losses during 
the yeai under review and full provision has been made 
m the holding company’s accounts for such aggregate 
losses it is open to doubt whether it is sufficient to make the 
mere statement that "all losses of subsidiary companies 
have been provided for in the accounts of the holding 
company " If the auditor should be invited by the 
directors to advise on the form of the statement, he must 
m such circumstances consider — 

(a) How such provision has been made m the holdmg 
company’s accounts, 1 e whether or not it has been made 
out of the profits of the holdmg company for the year, or, 
for example, out of the general reserve of the holdmg 
company, or partly out of both 

(b) How the losses have been dealt with m the accounts 
of the subsidiaries, 1 e carried forward as an mcrease m 
the debit balance on the subsidiary companies’ Profit and 
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Loss Accounts or met in whole or in part out of past un- 
distributed profits of these companies 
The statement of the directors appended to the Profit 
and Loss Account of the Dujilop Rubber Company Ltd 
(see Appendix A) deals specifically with those two points 
A further point of interest emerges in connexion with the 
case of a subsidiary, which during the year under review 
makes a profit, but which has sustained losses in preceding 
years for which full provision has been made m the holdmg 
company’s accounts For the purpose of illustration let it 
be assumed that the aggregate losses of a lOO per cent 
subsidiary company amounted to ^10,000 at 31st December, 
1935, at which date a correspondmg reserve had been set 
up m the holdmg company’s accounts In the year 1936 
this subsidiary earns a profit of say £^000, thereby reducing 
its aggregate deficit to £7000 In such circumstances it is 
clearly permissible for the holdmg company to take 1^3000 
from its own reserve for losses and credit Profit and Loss 
account If this be done it might appear that the pro- 
visions of Section 126 (i) are complied with if the general 
statement is made that “the piofits of a subsidiary company 
have been applied m reduction of prior losses of that 
company ’’ Strictly speaking, this is true, but it is con- 
sidered that the terms of Section i-26 lay upon the directors 
a somewhat wider obligation, as they are required to state 
not only how the profits are dealt with tn the accounts of 
the holding company but also how they are dealt with 
for the purposes of such accounts Now, m the example 
given above although it could not strictly be said that the 
profit of £3000 earned by the subsidiary had been included 
m the holdmg company’s Profit and Loss Account, that 
profit has been used for the purpose of measuring to what 
extent a reduction m the holdmg company’s reserve for 
losses of ;^;io,ooo can be transferred to the credit of its 
Profit and Loss Account 

It is, therefore, submitted that m the circumstances 
above set forth the directors’ statement ought to mention 
the withdrawal from the previously created reserve for 
losses in the holding company’s accounts and the crediting 
of its Profit and Loss Account, which it will be observed 
has been done m the Dunlop Rubber Company’s Accounts 
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m clause (c) of the directors’ statement (vide page 303, 
Appendix A) 

Befoie leaving the question of the requirements of 
Section 126, Sub-section i, it should be pointed out that 
the statement may quite properly contain in addition to the 
bare statutory requiiements any information and explana- 
tions which the diiectors may desire to make 

Whilst it IS appreciated that the foregomg remarks are 
concerned with matters for which the directors of a holding 
company are solely lesponsible, it not infrequently happens 
that the assistance of an auditor is invoked in drafting or 
advising upon the precise form of these statements and it 
IS essential that he should have a thorough grasp of the 
provisions and implications of Section 126 if he is to lender 
effective help m this connexion 

Internal Audit of Subsidiaries 

Large holdmg companies commonly have an Internal 
Audit Department which carries out a contmuous audit 
of the accounts of every company within the gioup 
An effective mternal audit is of great assistance as a comple- 
ment to the ordinary audit In this case the shareholders’ 
auditor should inspect the internal audit programmes, 
and he should also examme the Internal Auditors’ Reports 
upon each company, with a view to becoming familiar 
with the points raised, how they have been dealt with, and 
]udgmg whether the internal audit appears to have been 
carried out effectively 

Conclusions 

Many complicated and difficult problems arise m con- 
nexion with the audit of the accounts of holding companies 
It IS suggested that the general prmciple upon which the 
auditor should act is that he must satisfy himself that the 
accounts, as presented, do give a true and correct view of 
the position of affairs If, in his opmion, a misleadmg view 
IS given and the amounts mvolved are substantial, then 
the auditor would be runmng considerable risks if he did 
not quahfy his report accordingly 

As regards consohdated statements, the auditor cannot 
insist on these bemg presented by the directors to the 
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shareholders, and if they are, the responsibility for the 
preparation of such statements falls on the directors 
Undei the Act, the auditor could not insist upon auditing 
such statements, but he is commonly asked to do so, and 
to give a report thereon If consolidated statements are 
issued, it IS, in the writer’s opmion, most desirable that 
these statements should be audited and reported upon by 
the company’s auditors In these circumstances, it wiU 
be his duty to audit these statements and satisfy himself 
that they have been prepared upon correct prmciples, 
that all necessary adjustipents have been made, and that 
they give a true and correct view of the position of the 
affairs of the group of companies 
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DUNLOP RUBBER COMPANY LIMITED 


Directors 

Chalrmau — Sir J George Beharrele D S O 
Joint Managing Dirootors — C \ PnocTor and J oiin L Collyer 
Sir Ceive L Baileieu K B E CMG I Sir S Hardman Lever Bart KCB 
The Rt Hon Lord Colwyn P C 

Sir Aeexander Gibb GBE CB | ^ Alexander Szarvasv 
Secretary — Charles Tennyson CMG 


DIRECTORS’ REPORT 

Ihe Directors submit the Balance Sheet of the Company as at 31st December 
1937 together with the Profit and Loss Account for the year 1937 A Statement of 
Aggregate Profits for 1937 a ConsoUdated Statement of Assets and Liabilities 
as at 31st December 1937 a Statement of Comparative results for the years 
1933 to 1937 are also submitted 

Trading conditions in the Home market during the greater part of 1937 were 
favourable and also m several Overseas markets 

Conditions in the Far East became and contmue to bo most difficult and violent 
fluctuations occurred during the year in the price of rubber The price of standard 
smoked sheet it 3i3t December, 1936 was loid per lb the price rising rapidly to 
IS i|d on the 3otli March and falhng by the 31st December, 1937 to 7d per lb 
the average for the year being gjd per lb This heavy fall m the price of rubber 
mevitably entailed a substantial wnte down in the valuation of raw material 
mventones 

The Deutsche Dunlop Gummi Compagme A G declared a dividend out of the 
profits of that Company for 1936, and the net amount reahzed by this Company was 
^10 279 which amount has been taken to credit m these accounts No credit has 
been taken in these accounts for the profit earned in 1937 by the German Compames 


Trading Results 


The net profits for the past five years have been as follows — 


1933 

1931 

1935 

1936 

1937 


£ „ 

I 512 866 
I 687 687 
1,288 244 
I 302,707 

1,591.017 


From the statement on page 299 it will be seen that the total profits available 
for appropnation amount to £2 180,973 


The Directors appropriations and recommendations are as follows — 


Transfer to Taxation Reserve 
Transfer to Reserve for Contingencies 
Preference Dividends paid for the half year to 30th June 
1937, less Income Tax absorbing 
The Board proposes paying on the 20th April 1938 dm 
dendsonthe^'A, *^B 'and C Cum Preference Shares 
for the half-year to 31st December, 1937 less Income 
Tax at 53 inthe;f absorbing 

The Board proposes the payment of a dividend on the 
Ordinary Stock of 8 per cent plus a bonus of i per cent, 
both less Income Tax at 53 m the £ payable on the 20th 
April 1938, absorbing 
Balance carnedforward to next account 


i s 

495.815 8 

230000 0 
140 623 o 


140 623 0 


562 479 I 
591,428 16 


i 

4 


£2 180 973 6 9 
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The whole of the Preference Dividends guaranteed by this Company in respect 
of Dui^op Cotton Mills Ltd Dunlop Rubber Co (India) Ltd and Dunlop Planta 
tions Ltd have been provided for out of the 1937 profits of those Companies 

Dunlop Plantations Ltd lias in addition repaid out of profits of 1937 the sum 
of /127 930 6s 5d in respect of Preference Dividends paid by this Company under its 
guarantee in previous years This amount has been credited to the Company s 
Profit and Loss Account for 1937 

In accordance with established practice provision has been made m these 
accounts for tins Company s proportion of losses incurred durmg 1937 by any 
Subsidiary and Associated Companies that have incurred losses and the profits of 
Subsidiary Companies have been included in this Company s profits only to the 
extent of (a) dividends declared m respect of the year 1937 W tlie dividend declared 
by the Deutsche Dunlop Gumnu Compagnie A G m respect of the year 1936 and 
(c) an appropriate amount m respect of the profits earned m 1937 l^y certain Sub 
sidiary Compames which had previously sustamed losses for which this Company 
had made provision m full 

Throughout the orgamzatiou as m preceding years inventoiies have been con 
servatively valued all raw matenal inventories havmg been valued at the lower 
of cost or market prices at the 31st December last Ample provision has been made 
for bad and doubtful debts and every known loss at home and abroad has been 
provided for in the accounts 


BALANCE SHEET (pp 800 and 801 ) 


The following statement shows m comparative form for 1936 and 1937 the Assets 
of the Company — 


Fixed Assets 

Investments and Advances 
Current Assets 


1936 

1937 

Increase 

Decrease 

£ 

£ 

£ 

3 764 616 

3 654 522 

no 0^4 

14 543 007 

15 338 313 

795,800 

6 410 037 

6 217 575 

X92 46s 

£24 717 660 

25 210 410 

492,760 


Fixed Assets — Adequate provision has been made for depreciation and all Fixed 
Assets have been thoroughly maintained 

Investments and Advances — ^The increase of 306 represents mainly the 
provision of additional capital for various subsidiaries m order to finance an in 
creased volume of business 

The Capital and Liabdities are as follows — 

Increase 



1936 

1937 

Decrease 

Share Capital 

Surplus and Reserves 

£ 

12 733 023 

5 148 355 

£ 

12 733 023 

5 409 329 

£_ 

262,974 

Debenture Stock 

Amounts owmg to Subsidiary and 
Associated Compames 

Current Liabihties and Provisions 

£%’] 879 378 

3 433 135 

1 438 860 

I 966 287 

18,142 352 

3 390 375 

1 533 240 

2 144.443 

262,974 

94,880 

178,166 


£24 717 660 

25 210 41Q 

402,760 


Surplus and Reserves — As already stated the Directors have transferred from 
Profit and Loss Account the sum of £250 000 to the credit of the Reserve for Con 
tingencies 


CONSOLIDATED STATEMENT OF ASSETS AND LIABILITIES (pp 304 and 306 ) 
Owmg to the contmuance of the Exchange restnctions m Germany and for the 
reasons explamed in previous reports the vanous items from the Balance Sheets of 
the German Compames have not been mcluded m the Consohdated Statement 
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The investments in and advances to these Compames are therefore shown separately 
under Item II (d) on page 305 Under a special arrangement advances amountmg 
to ;£io 5 195 -nere made in 1934 5 and these were repaid m 1937 which accounts for 
the decrease m this item 

COMPARATIVE RESCLTS, 1988 1987 

Comparative results for the past five years are given on pages 306 to 307 with a 
view to enabling shareholders to obtain a clear view of the mam trends of the Com 
pany s financial position 

The Director due to leture by rotation is Sir S Hardman Lever Bart K C B 
and he offers himself for re election 

The Auditors Messrs Stokes Brothers & Pim and Messrs Whmnej Smith & 
Whinney retire and bemg ehgiblo offer themselves for re appointment 


By Order of the Board 


J George Beharrell Chau 
C A Proctor 
John L Collylr 
C Tennyson Secretary 


Joint Managing Directors 


25tk March 1938 
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STATEMENT OF PROFITS for the Year 1937 


I THE AGGREGATE PROMTS OP THE DUNIOP 
RUBBER CO , LTD , for the year 1937 including 
its proportion of the profits less losses of all Sub 
Bidiary and Sub subsidiary Companies after pro 
viding for Depreciation etc but before providing 
for guaranteed Preference Dividends of Subsidiary 
Compames amount to 

n IN ADDITION, the Dunlop Rubber Company s pro 
portion of various items which do not represent* 
normal earmngs attributable to the current year 
amounts to 

in AGGREGATE TOTAL 


IV FROM THE RESULTS OF SUBSIDIARY AND SUB 
SUBSIDIARY COMPANIES INCLUDED ABOVE 
THERE HAS BEEN DEDUCTED— 

(а) The Dunlop Rubber Company s proportion of 

British and Foreign Taxation paid by or provided 
m the accounts of such compames 

(б) The whole of the Guaranteed Breference Dividend 

of Dunlop Plantations Ltd , for the year to 30th 
November 1937 Company 

(c) The whole of the Guaranteed Preference Dividend 
of Dunlop Cotton Mills, Ltd for the year to 31st 
January 1938 paid by that Company 
The whole of the Guaranteed Preference Dividend 
of Dunlop Rubber Co (India), Ltd for the year 
to 3 1st December 1937, Company 

(») The Dunlop Rubber Company s proportion of spe 
clal appropriations and undistributed profits of 
the year held in reserve 


V BALANCE AVAILABLE TO THE DUNLOP RUBBER 
CO , LTD , as per that Company s Profit and Loss 
Account (pages 302 and 303) 


1 Debenture Stock and Loans 


i 502 707 ACCOUNT (pages 302 and 303) 

5Sp g40 Vin Add Balance brought forward frorji last year 
£2,092,647 IX. TOTAL AVAILABLE 




DUNLOP RUBBER 
Balance Sheet as at 


I SHARE CAPITAL— £ 

1 ooo ooo 'A Cum Pref Shares of 
£1 each I 000 000 

1 000 000 7% B Cum Pref Shares of 
£i each x 000 000 

300000010% 'C Cum Pref Shares of 

16s each 2 400 000 

£iS 600 000 Ordinary Stock 15 600 000 


H SURPLUS AND RESERVES— “= 

(a) General Reserve (mcludmg balance of Shar 

Account) 

(b) Special Reserve — against investments m 

and advances to Subsidiary Compames 

(c) Reserves for Contmgoncies 

Add Transfer from Profit and Loss 
Account {page 302) 

{d) Dividend Equalization Reserve 
(e) Reserve for Inter Company Profits m 
Inventory Valuations of Subsidiary 
Companies 

(/) Surplus le Profit and Loss Account 
Balance after providing for pioposed 
dividends and Bonus as per Profit and 
Loss Account (page 302) 


m DEBENTURES secured upon asseU of the Company— 
4% Debenture Stock 
Less Redeemed and cancelled to date 


(a) Subsidiary Companies 1,494,268 

Less Company s own Debenture Stock included 
therem 11,028 


(f>) Associated Compames 

CURRENT LIABILITIES AND PROVISIONS— 

(a) Sundry Creditors mcluding accrued Debenture 
Interest 

Ih) Taxation Reserve 
(c) Proposed Dividends — 

Preference Dividends for half year to 31st Decem- 
ber, 1937 Income Tax 
Ordinary Dividend and Bonus for the year to 31st 
December 1937 Income Tax 


/25 21Q 410 


COMPANY, LIMITED 
31st December, 1937 


I FIXED ASSETS at Cost less Realizations and 
Depreciation — 

(а) Freehold Land and Buildings 

(б) Leasehold Piemises 

(c) Plant Machinery Tools and Moulds 

(d) Furniture Fittings and Fixtures 

(e) Cars and Delivery Vans 

(/) Patents Trade Marks Licences and Royalty 
Agreements as valued by tho Directors at 31st 
December 1926 plus additions at cost less 
sales and amounts written off 


n INVESTMENTS AND ADVANCES at Cost less amounts 
written off and Reserves — 

Subsidiary Companies 

6365943 (a) Shares 7040034 

[b) Advances and Current Account (includmg divi 
7 046 158 dends smoe declared) 7 092 615 

(In respect of this amount there is a Special Reserve 

13,41s 141 of £0 315 000 ss per contra) 14 132 649 

Associated Companies 

1 003 599 (c) Shares 1 002,349 

94 gSs (d) Advances and Current Accounts 114 410 

Sundry Investments 

30 500 («) Cash m Hands of Trustees for Debenture Holders 86,724 

j 784 (/) Trade Investments 2 181 

14 543 007 13 338,313 


III CmtRENT ASSETS— 

{a) Inventories of finished and unfinished goods raw 
matenals and stores etc at or below cost as 
3 S39 63s certified by the Company s Officials 3 237 682 

992 274 {b) Sundry Debtors less Reserves 1,168 264 

37,290 (c) Leasehold Redemption Policy at Surrender Value 41,971 

106 806 {d) Bills Receivable 108,245 

7 500 (s) Other Securities at Cost 7 500 

{/) Bank Balances Deposits Cash in Hand and in 
2,374 230 Transit 1 616 746 

32 309 (g) Deferred Charges 37 167 

6 410,037 


t7 575 



Stokes Bros & Pim 
Whinnby Smith & Whinn 
Chartered Accountants 

Auditors 

J George Beharbew., Chairman 

C A Proctor, yo^^tji^anaging Directors 
JOKNL COLLYERr 

F R M DE Paula Controller of Finance 
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THE PRINCIPLES OF AUDITING 


Dr 


DUNLOP RUBBER 
Pioflt and Loss Account 


£ 

351 24S 


I 663 355 
3 022 803 


160,848 

I 502 707 


I To Depreciation 

II , Directors Fees 

III , Balance earned down 

IV To Interest on Debenture Stock and Loans 
V Net Profit carried down 


i 

337610 


159,243 

I 591 017 


3^4 goo VI To Transfer to Taxation Reserve 
TOO 000 VII , Transfer to General Reserve ’ 
130 000 VIII , Transfer to Reserve for Contingencies 
IX Prefbrence Dividends 

Z42 g6g 
142 g6g 


571 853 
589,956 


„ Ordinary Dividend and Bonus 


XI Balance carried forward as per Balance Sheet 


562,479 

591 429 
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COMPANY, LIMITED 

for the Year ended 31st December, 1937 Ci 


X936 


I By Pi ofit on Trading Intel est Dividends on Investments mcluding 

those received from or since declared by Subsidiary and 

2 on 76S Associated Compames and Miscellaneous Receipts i 957 661 

II , Repayment on account of Guaranteed Preference Dividends paid 

by the Dunlop Rubber Co Ltd m previous years 
II 035 Dunlop Plantations Ltd 127 930 

Ill Net Dividend received from the Deutsche Dunlop Gummi Cie 

A G mrespectoftheyeari936 10279 

3 033 803 £2 095 870 

I 663 SSS IV By Balance brought down i 750 260 




I 302 yoj V By Net Pi ofit brought down 


I 591 017 


38g gjfo VI Balance brought forward from 1936 


589,956 


NOTE —The Profits oJ Subsidiary Companies are mcluded in the profits 
of this Company to the extent of (a) the dividends declared m 
respect of the year 1937, (i) a dividend declared by the 
Deutsche Dunlop Gummi Compagule A-G in respect of the 
year tgad and (c) an appropriate amount m respect of the 
profits esmed in 1937 by oertam Subsidiary Compames whicli 
had previously sustained losses for which this Company had 
made provision m full 

Certam Subsidiary Companies sustamed losses In t937 and 
full provision for this Company s proportion thereof has been 
made out of the profits above set fortti 
In the accounts of the Subsidiary Companies these losses have 

vided for 


J George Beharrell, I 
C A Proctor VDnectors 

John L ConnysR J 



CONSOLIDATED STATEMENT OF ASSETS 

DUNLOP RUBBER COMPANY LIMITED 

Incorporating the figures of the audited Balance Sheets {after elimination of inter company balances) 
exceptions stated under the heading of Investments item II (d) below) in which the Dunlop Rubber 
companies and over 50% of the voting control 


2 315 000 
790,106 
250 000 


ISSUED SHAKE CAPITA!, OP THE DUNLOP RUBBER 
COMPANY, LIMITED— 

I 000 000 6J% A Cum Prtf Shares of £i each 
fully paid 

10000007% 'B do do do 

3 000 000 10% C Cum Pref Shares of i6s each 
fully paid 

£8 333.023 Ordinary Stock 

SURPLUS AND RESERVES— ~ 

(а) General Reserves 

(б) Special Reserve m the accounts of the Dunlop 

Rubber Company Limited in respect of Subsidiaij 
Companies 

(c) Reserves for Contmgencies 

(d) Dividend Equalisation Reserve 

\e) Surplus 1 e , Profit and Loss Account Credit Bal 
ances after providing for Proposed Dividends and 


3 422 107 

53S 333 

10138 


INTEREST OP OUTSIDE SHAREHOLDERS- 
Preference and Ordinary Share Capital of Subsidiaries 
held by Outside Shareholders after takmg mto 
account their proportion of General Reserves and 
Undistributed Profits or Losses attributable thereto 
DEBENTURE STOCK, MORTGAGES AND LOANS— 
(a) Dunlop Rubber Company Limited, De- 
benture Stock 3,390 375 

Less — Held by Subsidiary Company ii 028 

16) Loans 
(c) Mortgage 


1 852 766 
54 396 
869,860 


CURRENT LIABILITIES AND PROVISIONS— 

{a) Sundry Creditois and Accrued Charges s 

(6) Amounts owing to Associated Companies 

Taxation Reserves i 

Proposed Dividends — 

Dunlop Rubber Company Limited Dividends and 
Bonus 

Dividends of Subsidianes to Outside Shareholders 


EXCHANGE SUSPENSE ACCOUNTS, BEING AMOUNTS 
RESERVED POE UNREALISED EXCHANGE 
DEPPERENCES 


We have examined the above Consolidated Statement of Aaseta and Uabllities with the Balance Sheet of the Dunlop Rubber 
Company Ltd at sist December, 1937 as audited by us, and with the Balance Sheets of the Subsidiary and Sub aubadiaiy 
Companies as audited by their respective Auditors In the ease of certain Subsidiary Companies the Balance Sheets are at dates 
other than 31st December, 1037 and the adiuetmenta consequent thereon have been made In our opinion the statement set 
forth above has been correctly compiled from the said Balance Sheets (other than those of the Companies in Gennanv) alter 
giving effect to the necessary adjustments In respect of Foreign Exchange so as to exhibit a true and correct view of the con 
solldated position of the Companies at gist December, 1937 

Stpkbs Bros & PiM, 

Whinney, Smixh & 'Whinnby 
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2%st March, 1938 


■ Chartered Accountants 




AND LIABILITIES as at 31st December, 1937 

AND SUBSIDIARY COMPANIES 

of the Dunlop Rubber Company Limited and all Subsidiary and Sub subsidiary Companies {with two 
Company Limited and any of its Subsidiaries hold over 50% of the Oidvnary Shares or Stock of those 


igsb 

£ 


10 283 592 

4 i4g 116 
639 074 

15 071 782 


FIXED ASSETS, at cost less realizations and provisions 
for depreciation and obsolescence — 

(а) Land Factoi-y and other Buildings Cotton Mills 

Plant Tools Furniture Cars etc 10 161 435 

(б) Dunlop Plantations Ltd Estates Buildings 

Plant etc 4093505 

(c) Patents Trade Maijks Licences etc 638 824 

14 893 764 


II INVESTMENTS, at Cost less amounts written off — 

J 057 75^ (“) Investments in Associated Companies i 051 371 

30 $00 (6) Cash in hands of Trustees for Debenture Holders 86 724 

13 48g (c) Trade and Sundry Investments 15 104 

(d) Investments in German Companies Shares and 
4S8 964 Advances 353 769 


1,560 711 r 506 968 


7 532 013 
3 676 581 
107,171 
62 326 
2 449 104 
124 466 


X3 751 661 


CURRENT ASSETS— 

(a) Inventories at or below cost 8 859 843 

(M Sundry Debtors Bills Receivable etc less Resolves 3977785 

(c) Amounts owing by Associated Companies 136 214 

(d) Other Securities 66 007 

{«) Bank Balances and Cash less Bank Loans i 335 196 

(/) Deferred Charges 141 727 


14 536 772 


IV GOODWILL ACCOUNTS, mcluding the difference 
between the values at which mter company hold- 
mgs of shares are taken as assets into the Balance 
Sheets and their Par values less undistributed pro- 
I 386 373 fits at the date of the acquisition of such shares 1 4S5 765 


V SUSPENSE ACCOUNT for transactions with Subsid- 
if ry Companies between the dates of their Balance 
17 472 Sheets and 31st December, 1937 % 


32 293 


NOTE —For the ra 


s given In the Directors Report (page 298) the 
L and advances to the German Compinies as 
lecember 1937 are shown separately under 
ovo and consequently the Assets and UabillUcs 
panies have not been dassihed under their 


J George Beharrell Chairman 
C A ProcTOR 
JohnL Collyer, j 
F R M DE Paula Controller of Finance 


t Joint Managing Directors 
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THE PRINCIPLES OF AUDITING 


DUNLOP PLANTATIONS, LIMITED 


Directors 

bir J (. 1 oRt h. BrH \RRKi I D S O Chainiutt 
John L CoLL-iLr C V 

biR b Hardman Llvdr Bart K C B 
r D Ascoli C I E Managing Director G WibLM \.n 
Secretary — C Tennyson CMC 


Proctor 
Resident Director 


DIRECTORS’ REPORT 


The Direclois submit the B ilance Sheet as at the 31st October, 1937 together 
with the Profit and Loss Account for the year 1936 37 


Trading Results 

The total available Profits and the Drreotors recommendations, are as follows — 

i s d 

Balance on Estates Trading Account 498,774 9 3 

Less Depreciation of Buildings Plant etc 43 327 6 3 


Total available 


Appropriations 

Income Tax and National Defence Contribution 
Amount written ofl Estates and Development Account 
Preference Dividend less Income Tax paid for the year 
ended 30th November 1937 

Repayment on account of Guaranteed Preference Dividends 
paid in previous years by the Dunlop Rubber Co , Ltd 


M55 

447 

3 0 

75 



140 

000 

0 0 


,500 

0 0 

127 

930 

6 5 


The net profit for the year of £1^55 447 compares with ;£293 102 for 1935 36 
representing an improvement of ;£i62,345, which is due to the higher average market 
price of rubber over the year The sum of ^£140,000 has been written off the Estates 
and Development Account The remaining profits enable the Company to pay the 
full Preference Dividend less Income Tax for the year to 30th November 1937 
and to repay to the Dunlop Rubber Co Ltd the sum of 930 on account of 
Guaranteed Preference Dividends paid by it in previous years 


The total area of the Estates at the gist October 1937, wa 
up as follows — 

,s loi 051 aci 

res, made 

Total Planted Area 

Mature 

Immature 

Acres 

63 944 

20 980 


Total Unplanted Aren 

Reserves 

Swamps Ravines Building Sites etc 

8 604 

7523 

16,127 





Total 101,051 


Durmg the year 3 415 acres of budded rubber were brought into tapping, and 
additional acreage will come into tapping this year 
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BALANCE SHEET 

The following statement shows in comparative form for 1936 and 1937 the Assets 
of the Company — 

Increase 

1936 1937 Decrease 


FLxetl Assets 

Estates and Development less amounts 
written off to date 

Estate Buildings Plant etc 

Latex Bulking Plants etc 

Investment 

3 946 796 
184 049 
18 271 
885 

1 

3 876 242 

197 545 
19,718 

£ 

70554 

18,496 

1,447 

885 


4 150 001 

4 093 305 

56496 

Current Assets 

Stock of Rubber 

Stock of Stores etc 

Debtors and Deposits 

Associated Compames 

Cash and Bank Balances 

Deferred Charges 

199 872 
16 696 
16 990 
24 049 
20 725 

6 128 

£ 

209,062 

25 086 

27 139 

193 828 

32 280 
7017 

9,190 

8,890 

10,149 

169,779 

11,556 

889 


284 460 

494,412 

209,962 

Total 

4 434 461 

4 587 917 

158,466 

Ample provision for Depreciation has been made on Estate Buildings, Plant 
Latex Bulking Plant etc 

The Capital and Liabihties are as follows- 

1936 

1937 

Increase 

Decrease 

Share Capital 

Prefeienoe Shares 1 

Ordinary Shares 

1 

2 500 000 
270,000 

£ 

2 500,000 
270 000 

£ 


2 770 000 

2,770 000 

- 

Dunlop Rubber Co , Ltd 

Loan Account 

1 487 930 

1.569 729 

81,799 

Current Liabilities 

Sundry Creditors and Accrued Charges 
Associated Companies 

Taxation Reserve 

Proposed Dividend 

88615 
729 
30 000 

57 187 

114 084 

I 854 
76,000 

56 250 

25,469 

1,126 

46,000 

987 


176 531 

248,188 

71,667 

Total 

4 434 4^1 

4.587 917 

168 466 


The surlpus of Current Assets over Current Liabihties amounts to ^246 224 as 
compared with £ 10 ’] 929 for 1936 representmg an mcrease of ;£i38 295 

Mr John L CoUyer having jomed the Board smce the last Annual Meetmg 
retires and Mr G Wiseman retixes by rotation Both ofier themselves for re election 
The Auditors Messrs Whinney Smith & Whinney, retire and being ehgible 
offer themselves for re appointment 


32 38 OSNABURGH STREET 
IXJNDON N W I 

March, 1938 


By Order of the Board 

C Tennvson Secretary 
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DUNLOP PLANT 
BALANCE SHEET AS AT 
(STRAITS SETTLEMENTS DOLLARS 




London, i8th March 1938 



ations, limited 

31st OCTOBER, 1937 

CONVERTED AT 2 s 4 d ) 


APPENDIX A 


311 


2P3<5 

FIXED ASSETS 


I 

Estates at Cost and Expenditure on Development 
3 946 796 to date less Amounts written ofi to date 3 876 242 

Estate Buildings Plant Vehicles Furniture etc 
184 04g at Cost less realizations and depreciation 197 545 

18 2yi Latex Bulkmg Plants etc at Cost /ess depreciation 19718 

88s Investment at Cost less amount written off — 


4 150,001 


4 093 505 


CURRENT ASSETS 

Stock of Rubber at prices smce realized, except 


199 S72 ;£i 4 857 i6s od at estimated reahzable value 209 062 

Stock of Sundry Stores, etc as certified by the 
x6 6g6 Managing Director 25 086 

x6 990 Debtors and Deposits 27 139 

24 049 Associated Companies 193,828 

Cash and Bank Balances — 

J7 335 London and Malaya 32 280 

3 soo In transit to Malaya — 

6 128 Deferred Charges 7 017 

2S4 460 494 412 


NOTE —The Company Is conungently Uablo to repay out of ful 
profits the following amounts paid In respect of Prefen 
Dividends by the Dunlop Rubber Co Ltd under the to 


Balance In respect of the year ended 30th 
November, 193a £7S,37i I7 7 

For the year ended 3olh November 1933 70 882 y i 


£i£254 4 8 


l4 434 46X 


Whinney Smith & Whinnby Auditors 
Chartered Accountants 


J GEORas Beharrell 
F D Ascoli 


I Btrectors 


Tennyson Secretary 
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THE PRINCIPLES OF AUDITING 


Dr 


DUNLOP PLANT 

PROFIT AND LOSS ACCOUNT 


1536 
46, aS^ 

ags loa 

£339 3S9 

Sf 6 ga 
140 000 

57.1S8 

S7JS7 

aSa 067 
II 035 


To Depreciation ol Buildings, Plant, etc 43 327 

, Directors Fees — 

, Net Profit earned down 455 447 

;^498 774 


To Income Tax and National Defence Contnbution 75 017 

Amount written ofi Estates and Development Account 140 000 

„ Preference Dividend paid for half year to 31st May 1937 
Income Tax 56 230 

, Proposed Preference Dividend for half year to 30th November 
1937, less Income Tax 56 250 

3*7.517 

, Balance apphed m repayment on account of Guaranteed 
Preference Dividends paid in the past by the Dunlop Rubber 
Co , Ltd 127 930 
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ATIONS, LIMITED 

for the year ended 31st October, 1937 


IT 

By Balance on Estates Trading Account including Sale of Export ' 
Rights and Miscellaneous Receipts and after deducting London 
339 3^9 Office Expenses 

£339 389 

293 los By Net Profit brought down 


£293 Z02 


Cr 

£ 

498 774 

;£498 774 
455 447 


ii455 447 
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THE PRINCIPLES OP AUDITING 


DUNLOP COTTON MILLS, LIMITED 


Directors 

Sir J Ceorge BEilArRLLL D S O Chairman 
The Ivl Hon Lord Coiwyn PC P Alekandli Szarvasy 
John L Collier SirS HvrdmanLener Bart KCB 

Ihomas E Andrew Managing Diiector 
Secretary— C Tennyson C M G 


DIRECTORS’ REPORT 


The Directors submit the Balance Sheet at the 31st December 1937 togethei 
with the Piofit and Loss Account for the ye 11 1937 

Trading Results 

The total available Profits and the Directors recommendations are as follows — 


Profit on Trading including Interest and Miscellaneous 



Receipts 

306,828 16 

Less Depreciation 

97 781 

7 5 

Net Profit foi the Year 

209 047 

8 10 

Balance brought forward from last yeai 

II 779 

IS 7 

Total available 

£220 827 

4 5 


Appropriations 

Transfer to Income Ta-c and Nabonal Defence Contribution 

Reserve 69 750 6 3 

Preference Dividends paid for the year ended 31st January 

1938 less Income Tax 109687 10 0 

The Board pioposes the declaration and payment of a Divi 
dend free of Income Tax on the Ordinary Shares of 29500 o o 

Balance earned forward to next account 1 1 889 8 2 


^220827 4 5 

The net profit for the year after providing for depreciation, is £20^,01^^ as com 
pared with £228 115 for 1936, representing a decrease of ;ifi9,o68 

The decrease in profits is mainly duo to lower pnees charged to associated com 
panies The volume of business again increased over that of the preceding year 
The Raw Cotton market prices advanced steadily until April when the break m 
prices oocmred The aveiage pnees paid by the Company foi the full yeai were 
slightly above those for the preceding year 


BALANCE SHEET 

The follovvmg statement shows : 
of the Company — 


Elxod Assets 

Land and Buildings 
Steam and Electnc Plant 
Textile Plant 
Office Furniture 
Investments 
Motor Car 


. comparative form for 1936 and 1937 the Assets 


Increase 


1936 

1937 

Decrease 

1 

i 

i 

818 130 

794 450 

23 6S0 

96590 

78 100 

18,430 

3S2,I50 

304 790 

47360 

150 

205 

55 

685 

685 


— 

230 

280 

^1267 705 

I 178 460 

89 HS 
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Current Assets 

Inventories 5 

Sundiy Debtors (less Reserves) 
Associated Companies 

Dunlop Rubber Co Ltd— Current 
Account 

Marketable Securities 

Bank Balance 

Deferred Charges 

i 

290 072 

10 108 

33 347 

I 09I 010 
11,028 
296 

3 369 

246 883 

5572 

51 238 

1 i6g 009 

II 028 

359 

17442 

431S9 

Mil 

77,999 

68 

14,078 


l\ 439 230 

I 501 531 

62,301 

Total 

i2 706 935 

2 679 991 

26944 


Additions to Fixed Assets durmg 1937 liave been normal and the usual fuU pro 
vision for depreciation etc has been made the net effect bemg a decrease in Fixed 
Assets of £8g 245 

Inventories have been valued on the usual conservative basis 
Current Assets in total have increased by £62 301 which is mainly accounted 
Ltd^^ increase of ggg m the Current Account with the Dunlop Rubber Co , 


The Capital and Liabilities are as follows- 

1936 

1937 

Inetcase 

Decrease 

Sliaro Capital and Boserves 

Preference 

Ordinary 

Profit and Loss Account 

£ 

2 250 000 
250 000 
II 780 

£ 

2 250 000 
250 000 
11,889 

1 

109 


£2 511 780 

2 511 889 


Current Liabilities 

Sundry Creditors 

Income Tax and National Defence Con 
tribution Reserve 

Proposed Dividends — 

Preference 

Ordinary 

38 397 

36 000 

55 758 

65 000 

25 758 

58000 

54 844 

29 500 

12 639 

22,000 

914 

35500 


;fi95.i55 

168 102 

27053 

Total 

£2 706 935 

2 679 991 

26 944 

Current Liabilities have decreased during the year by /27,053 mamly due to 
the decrease of ;£3S 500 in the Ordmary Dividend payable and a decrease of ,^12 639 
in Sundry Creditors partly offset by an increase of £22 000 in Income Tax and 
N D C Reserve 

The surplus of Current Assets over Current Liabihties is as follows— 

Increase 

1936 1937 Becrease 

Current Assets 

Current Liabihties 

i 

I 439 230 

195 155 

1 

1 501.531 

168 102 

e^Boi 

27053 

Surplus 

244 075 

1 333 429 

89,864 

The Director due to retire by rotation is the Rt Hon 
he offers himself for re election Sir S Hardman Lever 

Lord Colwyn P C and 
Bart K C B , and Mr 


John L Collyer havmg been elected to the Board smce the last Annual General 
Meeting also retire and offer themselves for re election 

The Auditors, Messrs Whmney Smith & Whinney retire and being eligible 
oSer themselves for re appointment 

By Order of the Board 

„ _ o C Tennyson, Seeratary 

32 38 Osnabvrgh Street 
London, N W i 
25th March 1938 
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THE PRINCIPLES OF AUDITING 


DUNLOP COTTON 
BALANCE SHEET AS 


1936 SHARE CAPITAL 

£ Authonzed and Issued — 

a 2S0 000 2,250,000 6J% Cumulative Pref Shares of £1 each 

250 000 250,000 Ordmary Shares of £t each 

a 50D 000 


i I 


2 250 000 


PROFIT AND LOSS ACCOUNT 
zi ‘j8o Balance after providing for proposed dividends 
a 511,180 


CURRENT LIABILITIES 


dS 361 

Sundry Creditors and Accrued Charges 

25 758 

30 

Associated Companies 

— 

36 000 

Taxation Reserve 

58 000 


Proposed Dividends — 


55,75s 

Preference Dividend for half year to 31st January 
1938, less Income Tax 

54 844 

65000 

Ordmary Dividend 

29 500 


Noth — T here Is a Coatlngeiit LlablUlty tor bills under discount amouritmB to fj.OBi 


£2,10(1 935 


Report oI the AudiioM to the Memhem o! Dunlop Ootion KUUfl, Ltd 

In accordance with the provisions of Section 134 sub section i of the Coinpames Act 1929 we report as follows — 

We have audited the above Balance Sheet and have obtained all the Information and explanations we have required 
In our opinion such Balance Sheet is properly drawn up so as to exhibit a true and correct view of the state of the Company a 
aSalrs according to the best of our Information and the explanations given to us and as shown by the books of the Company 


London 18th Match, 1938 
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mills, limited 

at 31st December, 1937 


1936 

S18 130 

06 590 
35^ ^59 
I30 
6S5 


less realizations and amounts 


Land and Buildings 
Steam and Electric Plant 
Textile Plant 
Office Furniture 
Investments 
Motor Car 


704 450 
78 100 
304 790 


II 028 

2g6 

3,369 


CUREENT ASSETS 

Inventones as certified by Managmg Dnector 


Associated Compames 
Dunlop Rubber Co Ltd — Current Account 
/II, 028 Dunlop Rubber Co , Ltd , 4% Mortgage Deben 
ture Stock at cost {Market Value at 31st December, 

1937 

Bank Balance 


3 57* 

51*38 


Deferred Charges 


/2 706 933 


Whinney, Smith & Whinnby Auditors 
Chartered Accountants 


j Gborge 

Thomas E Andrew ) 


C Tennyson, Secretary 






APPENDIX A 


319 


MILLS, LIMITED 

for the year ended 31st December, 1937 


£ 

330 262 By Profit on Trading including Interest and MisceUaneous Receipts 

g 6 zS 1 Balance brought forward from last account after appropriations 


Cl 


£ 

306 829 
II 780 



APPENDIX B 

EXAMINATION QUESTIONS 

(1) What are the principal objects of an audit? 

(2) State briefly the difference in principle between the audit of the 
accounts of a private partnership and those of a limited company 

(3) Wliat do you undeistand by a ‘ t ontinuous Audit,” and what are 
the advantages and disadvantages of such an audit ? 

(4) Upon having been appointed auditor of (a) a company (6) a part- 
nership what would you do in each case before commencing the actual 
work of the audit? 

(5) What are the objects of keeping an Audit Programme ? 

(6) What do you understand by “Internal Checks,” and what is an 
auditor’s position m regard thereto? 

(7) What notes should an auditor make during the course of an 
audit ? 

(8) What steps would you take to discover an erior in the Trial 
Balance of a set of books, which the staff of the company had failed to 
detect, and which you were asked to find? 

{9) What do you understand by the term “Vouching ” ? 

(10) State in detail the work involved in a complete and efficient audit 
of the Cash Book of a manufacturing business 

(11) To what special pomts should an auditor pay attention when 
checking the Bankers Pass Book with the Cash Book? State how you 
would verify the Balance at Bank and the Cash in Pland 

(12) Desenbe the steps that you would take as auditor to check the 
following — 

Cash Sales 
Rents Receivable 
Interest Receivable on Loans 
Proceeds of sale of ^{500 Consols 

(13) Wliy would you consider •endorsed cheques to be insufficient 
vouchers for the payment of accounts ? Under what circumstances if any 
would you accept endorsed cheques as vouchers for any payments ? 

(14) In vouchmg a Cash Book you find the following payments What 
proof would you lequire of the coirectness of the payment m each case? 

Travellers' Commissions and Expenses 
Staff Salaiies 

Pa5unents to builders on account of a contract for the erection of 
buildings 

Purchase of Plant and Machinery 

Purchase of some Debentures of a Railway Company 

Pa3unent of Bought Ledger Accounts 

(15) You are consulted as auditor of a manufacturing company, 
employmg a large number of operatives, some of whom are day and some 
piece workers, as to the mode m which the wages should be recorded and 
the payment checked 

State what you would recommend under both heads, and, if the system 
you suggest were adopted, to what extent would you, as auditor, check 
the wages ? 
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(16) In what way would you audit a Petty Cash Account? 

(17) A hrm of iron merchants, for whom you act as auditor, has con- 
tracted to purchase 5000 tons of iron at £2 los per ton, on terms of six 
months acceptances from date of mvoice The iron had been delivered 
as follows — 

15th Apnl, 2000 tons 

15th June, 2000 tons 

15th October, 1000 tons 

What books of the firm would it be reqmsite for you to see in eYarmnin g 
the recoid of these transactions? How would the habihty in respect of 
it be shown in the Balance Sheet of 31st December foUowmg? 

(18) In auditing the accounts of a trading company, what steps would 
you, as auditor take to ascertam if the amounts charged in respect of 
purchases were correct? 

(19) How would you satisfy yourself, as auditor that the Reserve for 
Bad and Doubtful Debts was a sufficient one? 

(20) How would you vouch the entries contained in the Journal? 

(21) To what points should an auditor pay special attention when 
examining mvoices? 

(22) Desnibe the steps that you would take to check the Bought Day 
Book 

(23) In auditmg the accounts of a manufacturmg busmess you are 
asked particularly to ascertam that all outstandmg accounts have been 
brought m How would you satisfy yourself on this pomt? Give 
illustrations 

(24) Wliat are the duties of auditors with reference to the grouping of 
the items m a Balance Sheet? What evils have to be avoided? What 
general prmciples should be acted upon? 

(23) What items would you expect to find m the "Manufacturmg 
Account,” 'Tradmg Account,” "Profit and Loss Account,’ and "Appro- 
priation Account ” of (a) a Company and (6) a partnership, and what 
are the objects of preparmg these several accounts? 

(26) Define a Balance Sheet, and explam why m the majonty of cases 
it is not a Statement of Assets and Liabihties? 

(27) What do you understand by ‘ Fixed” and "Floating” or “Cur- 
rent ” Assets, and upon what basis should they lespectively be valued for 
Balance Sheet purposes? 

(28) What are an auditor s responsibihties as regards the valuation of 

(29) What do you understand by “the Verification of Assets,” and 
what are the objects of such a verification? 

(30) State bnefly how you would verify the following, and also what 
evidence you would requue, as auditor, of the values of these assets in a 
limited company’s Balance Sheet — 

(а) Freehold Land and Premises 

(б) Fixed and Loose Plant 

fc) insenbed Stocks 

(d) Goods on Consignment 

(fi) Cash m Hand 

(/) Bonds to Behrer 

(e) Shares m Jomt Stock Compames 

(31) Upon what prmciples should Stock-m-Trade be valued, and to 
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what extent would you, as auditor, check the stock of a manufacturing 
company? 

(32) In a brewery, 100 pockets of hops in stock cost ,^5 per pocket 
How should they be stated m the Balance Sheet, if the present value be 
{«) £4 per pocket, 01 (b) £6 per pocket? Give your reasons 

(33) How should the Investments belonging to a company be valued 
for Balance Sheet purposes? 

(3/I) In the Balance Sheet of a financial coinpanj. there is the following 
asset — 

"Investments, including Consols, Enghsh Railway Debentures and 
other Securities, £100,000 ’’ 

You find, on inquiry, that the Consols and English Railway Debentures 
represent only a very small proportion of the £100 000, and that the 
"other secuiities" aie altogether of a second-rate nature What do you 
consider to be the duty of an auditor m these circumstances ? 

(35) A firm IS in the habit of giving and taking a considerable number 
of “BiUs Payable" and "Bills Receivable,” and frequently discounts the 
latter Four months elapse before the Balance Sheet is presented to you 
foi audit What steps would you take to verify the “Bills Payable” and 
"Receivable ’ existmg at the date of the accounts? 

(36) In examming the books of a company manufacturing stove grates, 
which closes its books on the 31st March, you observe three mvoices 
respectively for pig iron, sand and fire bricks purchased, winch had been 
entered in the Bought Day Book on the 22nd, 27th, and 28th March, ruled 
thiough and entered on the 2nd April as purchases of the next financial 
year 

What would this suggest to you, and what steps would you take to 
satisfy yourself that the Tradmg Account and Balance Sheet were 
correct? 

(37) Upon what basis would you expect to find the unsold production 
valued for Balance Sheet purposes in the case of a rubber estate ? Give 
reasons for your answer, and explam how, as auditor, you would verify 
this stock 

(38) How would you verify the item "Uncompleted Contracts” in 
the case of a pubhc works contractor and appearmg in his Balance 
Sheet ? 

(39) Aie there, m your opinion, any circumstances which would justify 
the addition of any anticipated profit to actual cost in the case of partially 
manufactured goods, or of an uncompleted engineering contract, or in 
similar cases? 

(40) How should Plant and Machmery be valued for Balance Sheet 

purposes in the case of a manufacturmg company ? ' 

(41) In the event of an auditor being of opimon that the provision for 
depreciation was insufficient, what course should he adopt ? 

(42) On bemg appointed auditor of a company which has presented 
annual Balance Sheets to its shareholders for ten years, you find that 
some freehold buildings acquired at the formation of the company, and 
some buildmgs acquired five years later on a thuty years’ lease, are 
included m the tenth annual Balance Sheet at the prices paid for the 
freehold and leasehold respectively What course would you advise the 
directors to adopt with reference thereto, before you certify the eleventh 
Balance Sheet? 

(43) What IS Goodwill, and upon what should its valuation be based? 
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(44) In auditing a Balance Sheet of a shipping company you find a 
note on the Balance Sheet as foUows "Contingent Liability on Bills 
Receivable discounted, £5000 ” What does this mean? Is it necessary to 
verify this statement? If so, how would you satisfy yourself on this 
point? 

{45) Wliat do you understand by Depreciation, and what are the obiects 
of providing for it ? 

(46) Explain what is meant by— 

(a) A Specific Reserve 

(b) A General Reserve 

(c) A Reserve Fund 

(d) A Depreciation Fund 

(e) A Smking Fund 
(/) A Capital Reserve 

(47) The directors of a manufacturmg company, owning a considerable 
quantity of valuable plant and machmery, decide to keep a Plant Register 
They request you to advise them as to how this Register should be kept 
what mformation should be entered therem, and how the question of 
depreciation should be dealt with Set out m the form of a report to tjie 
directors the advice that you would give 

(48) Havmg suggested the necessity of a provision for Depreciation of 
Machmery m the accounts of each of three compames, the respective 
boards of directors raise objection on the foUowmg grounds respectively — 

(a) The cost of similar machinery havmg nsen, nothing should be 
wntten off, as it is actually more valuable 

( 5 ) Repaus done have fully mamtamed the machmery, which is 
as good as new 

(c) To charge depreciation to the same extent as m a good year would 
prevent the declaration of a dividend, with the result of dissatisfaction ' 
amongst the shareholders and a possible fall m the price of shares 
Criticize these arguments 

(49) In a manufacturmg busmess, where the expenditure necessary to 
keep the works in proper order and efficiency varied very greatly from 
year to year, how could this expenditure be dealt with in the yearly 
accounts so that the profits available for dividend should not fluctuate 
greatly by reason of such expenditure being so variable? 

(50) As auditor of a company you find that, durmg the year, large 
sums have been expended on repairs, renewals, alterations, and additions 
to plant and machmery How would you verify these payments, and by 
what pnnciples would you be gmded m decidmg whether they were 
properly chargeable to capital or revenue? 

(51) What are the various methods used m practice for writing off 
depreciation? Shortly describe each 

(52) Write a short essay (not to exceed three Sheets of foolscap) on 
"Secret reserves and an auditor’s duty m connexion therewith ’’ 

(53) What are the provisions of the Companies Act, 1939, with 1 ef erence 
to the appomtment and remuneration of auditors? 

(54) Set out the powers and duties of auditors under the Companies 

Act, 1929, and the duections contained therein with regard to the Audi- 
tor's Report , „ , r., i j 

(55) Havmg completed the audit of a company’s Balance Sheet, and 
havmg found everjdhmg m order, give a copy of your report to the 
shareholders m accordance with the Companies Act 
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(56) What are the requirements of the Companies Act, 1929, with 
leference to the Balance Sheet required to be hied with the Annual 
Return? 

(57) company registered under the Companies Act has issued shares 
for the purpose of raismg money to defray the expenses of the construction 
of some works, which will not be able to earn income for two years The 
directors do not desire to charge interest on such shares to the Proht and 
Loss Account, but are of the opmion that it should be treated as capital 
expenditure What steps must the directors take to satisfy you, as auditor 
before you agree to certify the accounts without comment ? 

(58) Wliat paiticulais have to be entered in a Register of Charges under 
the Companies Act? 

{59) You aie appointed auditor on the formation of a limited company, 
and are instructed to examine the books for the purpose of certifying the 
•particnl irs requiied for the Statutory Report under the Companies Act 
What steps would you take to en ible you to give the necessary certificate ? 
Give the form of certificate 

(60) When a company has not adopted a good system of account 
keeping, has an auditor any special duty to perfoim? Does the Companies 
Act confer any special power upon an auditor in this respect ? 

(61) Is an auditor entitled to examme the Minute Books of a company, 
and if so, for what reasons? 

(62) Can Shares and Debentures be issued at a discount, and, if so, 
how should the discount be dealt with in the accounts ? 

(63) For what purposes should an auditor refer to the Memorandum and 
Articles of Association of a company? 

(64) The directors of a company of which you are auditor, instruct you 
to audit once a fortinght the documents and entries in connexion with 

* the transfer of the company’s shares Set out fully what your duties 
are 

(65) How should " forfeited ” shares be treated m the pubhshed accounts 
of a company? 

(66) Wliat do you understand by “Debentures issued as collateral 
security foi a Loan,” and how should this position be shown in the 
Balance Sheet ? 

(67) What are the duties of an auditor of a company under the Com- 
panies Act ui respect of the item “ Preliminary and Formation Expenses ” 
and how should the item be dealt with in the accounts of a company? 

(68) A limited company was formed and incorporated on the ist 
Novembei, 1934, to acquire two private concerns as on the 30th June, 
1934, adopting their tradmg fiom that date The purchases were com- 
pleted on the 30th November, 1934 It was decided to keep the accounts 
of the two businesses separate until the 30th June, 1935 The net profits 
at that date were found to be £2100 and £3,600 respectively for the year 
You are asked to advise the directors as to the amount of dividend they 
are justified, apart fiom financial considerations, m paying on the com- 
pany's total capital of £30,000 in ordmary shares 

Mdiat pomts for consideration would this involve? 

(69) In auditmg the accounts of a Imuted company, you find debited 
to the Profit and Loss Account, "Directors’ Fees and their traveUmg 
eitpenses, £653 17s 6d ” How would you satisfy yourself that this charge 
is correct? 

(70) The directors of a company for which you are auditor consult you 
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With regard to the payment of an Interim Dividend State the pomts 
which would guide you in forming an opmion, and what information you 
would require before advising 

(71) The Bulgarian Oil Company is a limited company, of which the 
capital IS divided mto Ordmary and Preference Shares the latter carrymg 
a cumulative dividend of 6 per cent per annum For several years the 
company carried on business successfully and paid its Preference dividends 
and also considerable dividends to Ordinary shareholders At 30th June; 
1934, it had an accumulative fund of undivided profits Durmg the year 
ended 30th June, 1935, no profits were made and the accumulated fund 
was absorbed, leaving a small deflat, but this was not ascertained until 
the accounts were made up the following September On ist July 1935 
the directors paid to the Prefeience shareholders their usual dividend at 
the rate of 6 per cent per annum 

Give your views as to the coirectness or otherwise, of this action, and 
of the duty (if any) devolvmg on the auditor m connexion therewith 

(72) With regard to Preference Shares, what is meant when they are 
'Cumulative ’ as to dividends? How should arrears of "Cumulative 
Preference dividend" be dealt with in the accounts of the company’ 

(73) How should unclaimed dividends be dealt with in the yearly 
Balance Sheets of a company’ 

(74) A limited company has a nominal capital of £50,000 in £i Ordinary 
Shares 

10.000 shares were allotted to the vendors as fully paid 

35.000 shares were subscribed by the public and have been called 

up to the extent of los per share Of these, 400 shares, upon which 

2s 6d per share only has been paid up, have been forfeited, and 400 

shares have calls unpaid of 5s per share 

State the capital of the company as it should appear m the pubhshed 
Balance Sheet 

(75) The directors of a trading company present to then shareholders 
a Statement of Receipts and Payments only and, on the strength of a 
surplus shown on this statement, resolve to pay a dividend absorbmg 
nearly the whole of the surplus Pomt out the nsk they run of its bemg 
eventually declared that such dividend has not been earned and has there- 
fore, been paid out of capital 

(76) In the case of a newly formed company, set out in detail the extent 
to which you would check the issue of shares 

(77) A company issues £40,000 debentures, such debentures bemg 

redeemable at the end of ten years at 105 It is decided to create a 
Smkmg Fund to provide for the repayment of the debentures and the 
premium How should these transactions be dealt with m the accounts, 
Ind what wiU be the position at the end of the period when the debentures 
have been repaid’ " 

(78) In what cucumstances is it lawful for a company to pay commis- 
sion to any person m consideration pf his subscnbmg or procunng sub- 
scnptions for shares, and how should such payments be dealt with m the 
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What IS meant by this statement, and how can dividends be so paid out 
of capital? 

(81) In the case of a manufacturing company, what is the legal position 
as regards the depreciation of plant and machinery? 

(82) In the event of a company issumg shares at a premium, how should 
( the premium be treated in the accounts, and is it available for dividend 

purposes? 

(83) If there are not sufficient profits to pay the dmdends on the 
Preference Shares, how should the arrears be dealt with in the accounts 
of a company? 

(84) Is a company bound to replace lost capital out of revenue before 
it can declare dividends? State fuUy the reason for youi answer 

(85) If the directors of a company informed you that, owmg to bad trade, 
they did not intend to draw their fees, what course would you adopt ? 

(86) The market value of the Investments of a trust company has 
fallen considerably, while the company has earned enough income to pay 
the usual dividend The directors ask you as auditor whether it will be 
m order for the dividend to be paid What advice would you give ? State 
your reasons 

(87) The directors of a company, limited by shares, have issued capital 
at a premium They are, under the constitution of the company, bound 
to provide for depreciation m respect of wasting assets out of levenue, and 
only entitled to declare dividends out of the profits of the company You 
are told that the Board have been advised that they cannot carry the 
premiums received to Revenue Account, and they have, therefore, decided 
to show the amount as a separate item on the debit side of the Balance 
Sheet, and apply one-tenth of it annually in aid of depreciation of lease- 
holds What IS your duty as auditor m these circumstances ? Give your 
reasons 

(88) Are capital profits available for distribution as dividend? Give 
reasons for your answer 

(89) Is an auditor personally liable if it is subsequently proved that the 
accounts he has certified are false or fraudulent ? 

(90) An engineering company has built a new workshop and equipped 
it with new lathes A portion of the work has been done by the company’s 
own men, and a portion by outside contractors The addition has rendered 
it needful to provide increased steam power, and, consequently, an old 
engine has been sold and been replaced by a larger one purchased State 
what evidence you would require, as auditor, tliat the amounts charged 
to Buildm^s Account and Plant Account were correct, and how the cost 
of the additional steam power should be dealt with 

(91) A limited company has removed its business to new works which 
have cost, includmg Freehold Land, ,^30,000 A portion of the machmery 
and plant, at an estimated value of £Xi[,ot)0, has been removed to the new 
works at a cost of £1800 The remainder has been sold, showing a loss 
on the total book v 3 .ue of the machinery and plant of £3200 The profits 
for the year, including the balance brought forward from the previous 
year, after makmg provision for the annual depreciation on the machinery 
and plant are £4500, without taking mto account the above-named loss, 
and are about the normal profits in previous years 

State your views as to the proper mode of dealing with the cost of 
removal and the loss on the sale, and whether, apart from financial con- 
siderations, the directors would be justified m declanng a dividend 
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(92) Ab regal ds the legal liabihties of auditors, is there any difference 
between the position 6f an auditor to a partnership, and an auditor 
appointed under the Companies Act? 

(93) To what extent is an auditor responsible as regaids the valuation 
of the Stock-in-lrade^ 

(94) trading profits of a manufacturing concern for a year in which 
the sales have equalled the average of past years show a considerable 
reduction on precedmg years You are asked to mvestigate and report 
to the partners the possible reasons for this reduction in profits 

State what are the pomts to which you would give attention, and how 
you would proceed to investigate them 

(95) In auditmg the accounts of a charitable institution, where a paid 
secretary is employed, who is authorized to collect and give receipts for 
donations and subscriptions, what information and evidence would you 
reqmre before certifymg the Annual Accounts, to satisfy yourself that all 
the subscriptions and donations had been properly accounted for, and 
what safeguards would you suggest to ensure this? 

(96) A company, desirous of extendmg its premises, obtams estimates 
for the woik from builders the lowest of which is £4000 On consideration 
of the circumstances the directors of the company decide to carry out the 
work by means of their own staff, and the additional premises figure in 
their Balance Sheet at £4000, made up as follows — 


Net cost of materials purchased 1300 

Discount thereon transferred to Interest and Discount Account 30 

Labour on erection 2240 

Managmg director s supervision (part of his annual salary) 100 

Proportion of office expenses 50 

Interest on outlay to date of completion 40 

Profit transferred to Profit and Loss Account 240 


What view should an auditor take of this transaction and of the various 
items mvolved’ 

(97) In examining a hst of Debtors and Creditors with the Ledger 
Accounts for the purposes of a Balance Sheet, to what features of each 
accoimt should you pay attention, apart from the mere anthmetical 
correctness of the extractions? Give examples of error or fraud which 
may be detected m this process 

(98) Blank & Co keep all Bills Receivable in their hands until maturity, 
and then pay them mto the Bank for collection Od 31st July, when you 
are examming the Balance Sheet of 30th June, it appears that the actual 
bills m hand are m total £1000 less than the amount shown by the Ledger 
Account of Bdls Receivable on 30th June, and it is explaihed to you that 
one of the biUs then m hand (for £1000) has matured durmg July What 
entnes would you expect to find m the July Cash Book as to this £1000, 
and to wliat examination would you subject them before concluding that 
the matter was m order? 

(gg) "In the case of a company, it is recommended that dividends 
should be debited to the Appropnation Account less Income Tax and not 
gross, and further the dividend recommended by the directors for dedara- 
tion should be charged to the Appropnation Account and mduded 
amongst the current liabilities m the Balance Sheet 

Discuss this statement and express your views 
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(100) oil arc appointed auditor of a newly formed firm consisting of 
three partners, each of whom had previously earned on busniess as a sole 
trader fhe new partiieiship was constituted by the amalgamation of the 
three separate busifiesses 

What information would you requne before commencing the detail 
work of the audit? 

(101) Write a report (limited to thiee sheets of foolscap) to Clients (a 
partnership) on the audit of any business with which you are acquainted, 
dealing with any difficulties you may have found in connexion therewith 

(102) A B & C and D E & F are two films of solicitors The former 
makes up its accounts on a cash basis , the latter brings in the estimated 
value of efiarges in respect of current matters 

Amalgamation is to take place, A and D the senior partners, retiring 
Two questions are referred to you — 

(а) B and C claim that m respect of the outstanding chaiges to be 
brought m Income Tax should be deducted from A’s share on payment 
to lum A disputes the deduction 

(б) When D joined his firm he paid foi his share on the basis of profits, 
which included outstanding charges at full charging-out puce In later 
years the outstanding charges weio taken on an iiicieasingly conservative 
basis, and for five years past have been brought in less 50 per cent 
D claims his share of the fm outstanding charges , E and F msist on the 
50 per cent deduction 

Give your decisions, with reasons 

(103) Outhne the chief points to be observed in carrying out the audit 
of the accounts of a retail trader who does a large counter and mail order 
busmess in addition to a certain amount of credit trade 

(104) A company wrote off the balance of its Goodwill Account agamst 
a Reserve Account which had been built up out of piofits Subsequently, 
losses were sustained which resulted m a considerable debit to Profit and 
Loss Account Later, profits were made, but these were insufficient to 
pay the dividend on the Preference Shares for the year and the arrears 

. for two previous years The directors pioposed to 1 e-open the Goodwill 
Account and Credit the Appropnation Account with such an aniouiit as 
would wipe out the debit balance 011 the Piofit and Loss Account and 
would also provide an amount sufficient to pay the outst inding dividends 
on the Preference Shares 

Were the directors m order m their proposals? Give reasons for your 
answer 

(105) The statement given at top of page 329 is submitted to you for 
audit 

In addition to the information given below your audit discloses that 
the society holds ^£1000 3^ per cent Conversion Loan (cost £980), that 
subscriptions for 1935 amountmg to £17 17s have since been received 
and that £38 6s gd was owing to the printers 

Assuming that your detailed audit is satisfactory, would you be pre- 
pared to certify the statement as it stands? If not, redraft it m the form 
you would approve 

(106) A client who mtends to extend his busmess to transactions con- 
ducted on the Post Office COD basis desires you to recommend to him 
a system of recordmg such transactions to safeguard him against fraud 
Give your recommendations 

(107) In the course of your audit of the accounts of a|imited company 
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iHE Blankshire Agricultural Society Balance Sheet 
Tor the year ended 31st December 1935 


Receipts 

To Balance at Bank 
Subscriptions — 

1934 

1935 

1936 

Donations to Prize 
Fund 

Entrance Money at 
Show 

Rent of Show Space 
Advertisements m Ca 
talogue 

Sale of Catalogues 
Interest on Investment 
and Bank Deposit 
Due to Secretary for 
Petty Cash 


297 

205 

52 

23 

31 

3 


s d 
r 9 



16 6 

18 6 


15 o 


Expenditure 

By Secretary a Salary 
Advertising and Prmt 
mg 

Postage and Incidentals 
Audit Fee 1934 
Expenses of Show 

Placed on Deposit with 
Banlcers , 

q|sh at Bankers 


X05 0 \ 

550 

575 16 10 
530 10 o 

300 o o 
166 5 6 


^2082 11 9 


Izo&t II 9 


you find that the directors have charged considerable expenditure to 
Profit and Loss Account which appears to you to be in the nature of capital 
expendituie, and they do not disclose the fact in the pubhshed accounts 
or in their report to the shareholders 
What steps would you, as auditor, take in the matter? 

Give your reasons 

(108) You are auditor of a private company m which there are only 
tliree shareholders, who are also directors In view of bad trade, efforts 
are made to reduce expenses in all possible directions You are asked to 
accept a reduced fee and arc told that it is not necessary for you to do 
such a full audit as you have done in the past because the directors keep 
closely in touch with all the transactions 

Give your views on this proposal and state your position, as auditor, 
should you adopt the suggestion of the directors . j i. it, 

fiOQ) When auditing the accounts of a company, you find that the 
investments are shown in the Balance Sheet at cost which is in excess of 
the present market value You desire that a note should be mserted 
stating the market value, but the directors object to this on the ground 
that the investments are redeemable secunties and that the amount 
which will be received ultimately will be m excess of the cost price 
Draft a letter to the directors embodymg your views on this madter 
(110) You are auditor of a dairy company which does a considerable 
business in articles which are not strictly in accord mth the ordiiWY 
dairy trade, e g tea, jam, etc All these are purchased by the head office 
and distributed to the depots j i, i, 

You are asked to recommend a system of store records which would 
not only afford a check upon the head office storekeeper but also on the 
depot managers 

Submit your recommendations 

(ixii A bank, havmg been asked by a commercial company to make an 
advance of ^10,000, instructs you to mvestigate and to report upon the 
last Balance Sheet of the company, which was as follows 
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Baiancl Sheet 31SI Decembi-r 1935 
Capital — £ 

Authonrcd and Isbued Goodwill at cobt 

40 000 Ordinary Shares of Plant and M lUiinory at cost 

£1 each fully paid 40 000 {less depreciation) 

Sundry Creditors 19 842 Leasehold Premises at cost 2nd 

Bank overdraft i 267 Dec 1932 

Proht and Loss Account (ba- Sundry Debtors less Reserve 

lanee) ti47 for Bad Debts 

Theie IS a contingent liability Stocl and Work m progress as 

of £350 in respect of bills certified by the Managing 

discounted Director 

Investments at cost 

(Deposited with the Binl as 
security for ov ordraft ) 

Bill Receivable 
Cash 111 hand 

756 


The books have been audited by a reputable firm, and your mstructions 
are that it is not necessary to do any detail checking 

Describe briefly the course of your investigation and draft youi report 
to the bank 

(112) Upon your appointment as auditor to a company, you aie asked 
by the directors to advise them as to the basis upon which reseive for 
mcome tax should be made 

The accounts of the company are made up to 31st Decembei in each 
year, and you ascertam that mcome tax payable on ist January in each 
year (less any recoveries of tax on payment of dividend) has been debited 
m the Proflt and Loss Account for the precedmg year The directors wish 
to avoid an undue burden of tax charge m any one year 

Submit your reply and indicate to what extent, if at all, you would be 
prepared to meet the wish of the directors without qualification 

(113) When examinmg the stock sheets of a manufactunng busmess, 
you notice three items which appear to you to be unusual, viz — 

(l) Goods on consignment outwards — valued at market price to which 
5 per cent has been added as representing a proportion of the profit winch 
will be made when the goods are sold 

fii) Goods on consignment inwards — valued at invoice price 

(m) Goods sold but not delivered — ^valued at selling price 

What special mquines would you make in each of the three cases and, 
if you do not agree with the methods of treatment, how would you suggest 
that the items should be shown? 

(114) On the formation of a company, a debt (amongst other assets) 
was t^en over winch was not then considered to be of any value Sub- 
sequently it was received m full, and, as no value had been placed upon 
it m the books of the company, the directors proposed to distribute the 
amount received to the shareholders as a dividend 

Was it correct to do so, and should any other factors be considered 
before decidmg whether the amount received was a profit divisible 
amongst the shaieholders? 

(115) The followmg Balance Sheet, submitted to you for audit, has been 
satisfactorily vouched If the form does not satisfy you, what amend- 
ment would you advise? 


i 

16 000 

19 570 

7 984 

6648 
3 270 

814 
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Balance 

Liabilities 

Capital — 

250 000 6 per cent 
RedeemablePre 
ference Shares of 
;£i each ^£250 000 

550 000 Ordinary 
Shares ai£i each 
less calls m ar- 
rear £500 000 

6 per cent Debenture Stock 
Bank Overdraft 
Creditors and Credit Balances 
Sundry Liabilities 
Profit and Loss Account 


Swan Alley Limited 
Sheet on 31st December 1935 

Assets 

£ 

Cash 

Sundry Debtors 
Loans to Directors 
Stock m Trade 
Work m Progress 
Investments — 

Subsidiary Companies less 
amounts owmg 
Buildmgs Plant and Goodwill 
750 000 etc 1 


/2 187 OOP £a 187 OOP 

(Signed) S Xllei Director 

(116) It frequently happens that the greater part of the subscribed 
capital of limited companies is mvested in stocks and shares of other 
companies ''^at are the prmciples on which the following are 
determined? 

(а) The necessity for writing off depreciation 

(б) The amount of the depreciation to be written off 

(c) The assessment of profits to mcome tax 

(1 17) When examuung the stock sheets of a foundry m which fire 
grates and stoves are manufactured you find the following items — 


100 tons Pig Iron 
DO Moulding Boxes 

500 Patterns— materials + (labour + l- 
10 Stoves on Sale or Return 
5000 Catalogues 

60 Stoves partly completed 
Office safe 


£ 


What action would you take in respect of each item ’ 

(118) Bnefly comment on the foUowm^ matters which come before 
your notice during the audit of a company’s accounts— 

ia) The Articles of Association provide “ Any voucher signed by two 
directors shah be evidence of a payment chargeable agamst the company 

and shall be accepted by the auditors as such ’ ^ 

(&) The directors hand you a hst of the work they intend you to do for 
a fixed fee, stating they will be satisfied if it is earned out , 

(c) The Mmute Book is m the form of a loose leaf book, the chairman 
sienme the last page of the mmutes of each meetmg 

U) At one meetmg when a proposal to buy another busmess 
was approved, and m fact carried out, a quorum was not present but this 

had b^n ow 0 ^y-g^tor was entitled to a large sal^y but in order 
a“TSto a small profit he had diarm ^d ^ged m the 
Accounts only one-half of the sum to which he was entitled 
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(iig) Amongst the assets of a private limited company is a house in 
which the managing director is allowed to live rent free The company’s 
accounts submitted to you for audit contain the following charges against 
profits — 

£ ^ d 

Pointing md Redecorating Drawing room lo 7 6 

Repainting exterior of House 48 9 o 

New Firepioce and Mantelpiece in Dining room 35 15 o 

Planting 6 Apple Trees in Garden 5 16 o 

Laying down Hard Tennis Court 205 o o 

All the orders had been given on the company’s form 
Wliat would you, as auditor, do in regard to these items ? 

(120) You are appointed auditor to a company the last Balance Sheet 
of which disclosed an asset desenbed as “Leasehold Premises at cost less 
amounts written off — ^£15,000 ’’ 

Upon investigation you discover the following — 

{a) The lease of the premises was purchased ten years previously for 
£17.500 

(6) There is, at the date of your audit an unexpired period of forty 
years 

(c) Shortly after the purchase of the lease, £5000 was expended on 
buildings and was added to the oiiginal cost 

{d) Various sums had been written off when there w ere surplus profits, 
reducing the hook value to its present figure of £15 000 

(e) The secretary of the company holds a letter of lecent date from a 
well-known finn of estate agents to the effeqt that, m their opinion, the 
realizable value of the property is £18 000 
You are infonned that the durectors of the company are not m agree- 
ment as to the method to be adopted and you are asked to submit your 
views on the foUowmg proposals — 

(I) That such sums as are not required for dividend purposes, etc , 
should, from time to tune, be used to reduce the book value of the lease 

(II) That as the realizable value of the lease is in excess of the book 
value, there is no necessity to write off anything 

(ill) That the book value of the lease be written off by equal annual 
instalments over the unexpircd period of the lease 
Submjt your views on each of the above proposals 111 the form of a report 
to the diiectors, stating which you prefer and why 

(121) What are the advantages and disadvantages, from an auditor’s 
point of view, of book-keepmg by accounting machmes ? 

(122) It is suggested that H M Customs and Excise provide an oppor- 
tunity for misappropriation on the part of fraudulent cashiers m that the 
new tariff schedules are so long and complicated that many cases arise 
wheie unport duty cannot be immediately assessed In such cases, it is 
possible to obtam goods out of bond by tendermg the maximum possible 
duty, pendmg agreement as to the actual duty payable If duty has been 
overpaid, a refund is made by draft, but surrender of the onguial receipt 
for duty is not required 

What precautions should you, as auditor, take to safeguard against the 
misappropnation of any sums returned? 

(123) On 31st December, 1934, the diiectors of a company holding a 
large number of investments which appeared in the Balance Sheet at cost 
(which was considerably in excess of the then market value) inserted a 
note of the market value 
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During the year 1935 some of the investments were sold at a sub 
stantial profit, some part of which was used to write down the book values 
of mvestments still held which were above market values as on 31st 
December, 1935 The remammg mvestments stood m the books at a 
figure below market value These the directors decided to wnte up to 
market values and to credit a Contmgencies Reserve, to which account 
was credited also the balance of profit on sale of mvestments 

When the accounts to 31st December 1935, were prepared, it was found 
that the available profit was some thousands of pounds short of the 
amount required to meet the dividend the duectors wished to recommend 
They therefore transferred to Profit and Loss Account the whole of the 
Contmgencies Reserve, statmg the figure as a special item m the Profit and 
Loss Account 

Do you approve of this course^ If not, wnte a letter to the directors 
givmg your reasons for your disapproval and statmg what you consider 
would be the correct method of deahng with the matter 

(124) A colonial wme company were importers and bottlers In order 
to popularize a particular brand of wme, an arrangement was made by 
which purchasers of the wine, on presentation of a dozen capsules, of 
which one is attached to each bottle, might obtam a "free” bottle with 
the usual gift capsule attached 

In the Balance Sheet as on 31st March. 1936, which you are auchtmg, 
there appears a reserve of ^£7500 agamst the Lability under the scheme 
The directors mform you that this reserve is based upon the number of 
capsules estimated as hkely to be presented and calculated at a cost of 
5s per dbzen capsules, of which 4s gd is the retail pnce per bottle of 
wme and 3d for redemption department expenses 
The total number of bottles of the particular brand sold smce the 
begmnmg of the scheme was 920,000 and the total number of "free 
bottles issued was 40,000 , , , , x 1. x j 

Do you consider the basis upon which the directors have formed the 
reserve is correct’ If not. suggest an amendment and state what further 
mformation you would require before reachmg a conclusion as to the 
adequacy of the reserve , , , , 

(12^1 Explam carefully the methods, usually adopted by compaiu^ 
keepmg them accounts under the double account system, of treatmg the 
scr^pmg of an asset and its replacement on a larger scale or by an asset 

conta^ng some element of betterment 

(126'! The followmg items appear m the Cash Book of Z Linuted— 

[a) £650 paid as aErst premium under an insurance policy taken out 
for the purpose of providing for the renewal of a lease of the company s 

^’^^jT/iooo paid by way of bonus to the managmg Rector 

c{ £230 paid to each of four directors to cover tfaveUmg and ento- 
tamment expenses mcurred by them during the precetog 
company’s behalf This is the first time such a payment has been made 

to an ea-empbyeo who threatened to bnng an action 

".dvS't^loKrior to einy mteeat at r per cent 

oyer bank rate 
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(g) £1550 paid to the X Bank Ltd in fulfilment of a guarantee given 
by the company of an oveidiaft granted by the bank to Y Ltd , now 
msolvent Y Ltd were previously large customers of Z Ltd 

State how you would vouch each of these items, and whether, m your 
opinion, any of them would call for further, and if so what, action on your 
part 

(127) A B IS in business as a manufacturing confectioner His accounts 
have not been audited, but he has recently found out that extensive 
defalcations have been practised by members of his staff 

Typical examples of these defalcations are as follows — 

(а) Z, the sales ledger clerk, had a retail shop carried on under his wife’s 
maiden name Orders sent to A B for goods were, at first, paid for regu- 
larly Subsequently, cash was credited to the account, although m fact 
none had been received To keep the Sales Ledger in balance, a corre- 
spondmg amount was debited to another customer s account and trans- 
ferred to a third and fourth account as required (under a later date in 
each case) so that no account appeared to be overdue 

(б) The balance shown by the Petty Cash Book was £&o The actual 
balance was only £$ 

(c) Petty cash vouchers had been altered to amounts larger than those 
actually paid, the differences bemg appropriated by the petty cashier 

{d) The manager had been remunerated partly by a commission on the 
profits shown by the annual accounts These had been inflated by the 
mclusion in the Sales Day Book of goods sold which m fact had not been, 
sold untd early m the next penod The dates on the duphcate copies of the 
invoices had been altered to the last day of the previous accounting 
penod 

(e) Two employees had been discharged three months before the end 
of the year, but the wages clerk had contmued to draw the salaries for 
them each week, which he had appropriated 

(/) Goods lost m. transit had been the subject of claims on railway 
companies which had been duly settled The cashier had misappropriated 
the sums received and the claims had been wntten off 

A B asks whether an annual audit would have disclosed defalcations 
such as these 

Submit youi reply and indicate the means by which the defalcations 
might have been brought to light m an audit 

(128) By the will of a testator, who held a contiolhng interest in a 
private limited company, the executois are directed to oner within one 
year of death the shares held by the testator in that company to certam 
named persons at a price to be fixed by the auditors to the company 

What facts should be taken mto account m fixmg the price of the 
shares? 

(129) How could frauds be perpetrated through the Bought Ledger? 
State agamst each example what audit steps you would take to ascertam 
whether, in fact, fraud had taken place 

(130) Durmg the course of the audit of a company’s accounts you 
reqmre verification from the company’s bank of various items appearmg 
on the Balance Sheet 

Draft a letter to the bank covering the matters you would expect them 
to be able to verify 

(131) In connexion with the valuation of the process and completely 
manufactured stocks of a manufacturer, the works oncost charges may be 
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provided for in the valuation by means of a percentage added to the direct 
labour cost The percentage used for tlus purpose is sometimes the 
percentage for the last quarter of the year the percentage at the tune the 
goods were manufactured, the average percentage for the yeax, or the 
standard percentage based on a normal volume of production 

Discuss these vanous bases and describe their effect and state which 
basis you would recommend, givmg your reasons 

(132) There are five directors of a company— A, B, C, D and E — each 
of whom receives director s fees of {^200 per annum A is chairman for 
which he receives an additional fee of ^300 per annum B is managmg- 
drrector for which he receives an additional remuneration of £1000 per 
annum C is secretary for which he receives a salary of £500 per annum 
D and E each receives a director’s fee from a subsidiary company of £200 
per annum, and £100 per annum each from a subsidiary of the subsidiary 
company 

State how the above payments should be shown m the Profit and Loss 
Account of the company, givmg figures and explaining how they are 
arnvedat 

(133) When auditmg the accounts of a hroited company you find that 
the foUowmg transactions effected dunng the company’s financial year 
have not been taken mto consideration in the Balance Sheet submitted 

(a) Bills receivable for £5000, due after the end of the financial year, 
discounted with the company’s bankers 

ih) Shares purchased, costmg £1500, the settlement for which was not 
due until five days after the close of the financial year 

(c) Contracts for the supply of raw raatenals, entered mto m the ordi- 
nary course of husmess. contmumg for penods rangmg from six to twelve 
months after the end of the company’s financial year , 

How do you suggest that these transactions should be dealt with m the 
pubhshed accounts? . 1 sx. t 

(134) The accounts of a limited company show that for the past two 
years the mcome tax deducted from dividends paid exceeded the com- 
pany’s liability for mcome tax m those years There is thus a credit 
telance on "Reserve for Income Tax Account’’ m excess of the company s 
tax habihty for the year The directors, when considering the annual 
accounts, propose to transfer this excess to the credit of Profit and Loss 
Account in order to increase the profit to a figure sufficient to continue 
to pay a dividend on the Preference Share capital 

What are your views on this proposal and what action would you take 

The basis of mventory valuation is the lower of cost or market 
values By market value do you understand replacement value or 
realizable value ? Give your reasons 

(136) In the case of a holdmg company, upon what principles shoffid 
the shareholdmgs m subsidiary companies be vffiued and how shouffi 
these mvestments and also loans to and from subsidiary companies be 
stated m the holdmg company’s Balance Sheet? 

(137) A Ltd IS a holdmg company controtog B Ltd , which ^ turn 
controls C Ltd Certam further shares m B Ltd are offered to A Ltd , 
Xch L no funds available, but B Ltd h^ 

mgly B Ltd lends to C Ltd sufficient cash to acquire tje 

sum C Ltd then lends to A Ltd With the proceeds A Ltd buys the 
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shares Is this m order, or would you, as auditor of all the companies, 
qualify your certificates in respect of the transactions ? 

(138) In view of the different methods adopted by companies m mcor- 
porating in their Profit and Loss Accounts the profits (or part of them) 
and the losses, of their subsidiaries, and also the mannei of showmg m 
their Balance Sheets the amount of profits so included but not paid over, 
how would you advise that they be shown ^ 

Give your reply m the form of a report to the directors of a company 
of which you are the auchtor, settmg out alternative methods and sup- 
porting your opmion of the method you prefer by reference, so far as you 
thmlc it apphes, to the Companies Act, 1929 

(139) "The holdmg company type of organization is capable of bemg 
improperly used as a cloak to hide from shareholders the true position of 
the combme in which they are mterested ” Discuss this statement and 
state your views 

{140) In the case of a holding company how should the following 
transactions be dealt with m the accounts of the holdmg company — 

(а) A dividend received by the holding company and paid out of 
undistributed profits of a subsidiary and which profits were in existence 
at the time when the holdmg company purchased its shares in the 
subsidiaiy 

(б) Inter-company profits in the stock valuations of subsidiaries » 

(c) A bonus received from a subsidiary and paid out of a General 

Reserve accumulated smee the holding company acquired its shares m 
the subsidiary 

(141) If the Board of a holdmg company decides to issue Consohdated 
Statements, what, m your opmion, would be the factors governmg the 
pomt of consolidation, le the Subsidiary and Associated Companies 
Accounts that would and would not be consolidated? 

(142) What, in your opiiuon, are the chief advantages to shareholders 
of a holdmg company pubhshmg Consolidated Statements of Earnmgs 
and Assets and Liabilities? 

(143) When preparing a Consolidated Statement of Assets and Liabi- 
lities of a holdmg company, how should the interest of outside share- 
holders be adjusted for? 

(144) A holding company purchased foi -£400,000 the whole of the 
issued share capital of anothei company whose Balance Sheet was as 
follows — 

i 

Share Capital 300,000 shires 

of £i 300 000 

Current Liabilities 95 000 

Profit and Loss Account 45 000 

,^440 OOP ,£440 °°° 

Assume that the purchase was effected on the day that the holdmg 
company closed its accounts and therefore that the above balance sheet 
has to be consohdated Descube exactly what figures would be included 
in the Consohdated Statement of Assets and Liabihties, apd under what 
headings? 

(145) The aggregate losses of a 100 per cent subsidiary amounted at 
the 31st December, 1933, to £15,000 at which date a corresponding 
reserve had been made m the holdmg company’s accormts In 1934 the 


Goodwill 73 000 

Fixed Assets 170 000 

Current Assets 195 000 
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subsidiary made a profit of £5000 The directors of the holding company 
decide to reduce the reserve for losses of subsidiaries by £5000 and to credit 
Profit and Loss Account As auditor what would your views be? 

(146) As auditor of a holdmg company you observe that a note appears 
upon the Balance Sheet of a 100 per cent subsidiary company to the effect 
that there is a contingent hability of £50,000 m respect of a claim for 
damages which is in dispute What action would you take? 

(147) In the case of a holding company m a particular year certain 
100 per cent subsidiaries incurred losses aggregating to £17 000, on the 
other hand other 100 per cent subsidiaries made profits aggregating to 
£120,000 of which £100,000 was distributed as dividends to the holding 
company and taken credit for m its accounts The directors contend 
that there is no need to provide for the losses of £17,000, as these losses 
are more than ofiset by the undistributed profits of £20,000 As auditor 
what would your advice be? Give your reasons 

(148) Assume that m a year certain subsidiaries have incurred losses 
matenal m amount and in the accounts of the holdmg company provision 
has not been made for the holding company’s proportion of such losses 
In the directors’ statement on the Balance Sheet it is stated that provision 
has not been made for these losses, although no amounts are given What 
action would you as auditor take? Give your reasons 

* (149) A holding company, of which you are auditor, has guaranteed 
as regards dividends and principal the preference share capital of a 
subsidiary ^^at pomts anse in connexion with the holding company’s 
accounts^ 

(150) As auditor of a holdmg company, for what purposes would you 
require to examine the accounts of subsidiary and sub-subsidiary 
compames ? 
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ACCOUNTING PRINCIPLES 
THE BECOMiMENDATIONS OP THE INSTITUTE OP CHARTERED 
ACCOUNTANTS IN ENGLAND AND WALES 

The Council of the Institute of Charteied Accountants makes the following recom 
mendations to its members on certain aspects of the accounts of companies engaged 
in industrial and commercial enterprises Wliilst it is recognised that the form m 
which accounts are submitted to shareholders is (subject to compliance with the 
Companies Act) a matter within the discretion of directors it is hoped that these 
recommendations will be helpful to members in advising m appropriate cases, as to 
what is regarded as the best practice 

I TAX RESERVE CERTIPICATES 

It IS considered that regard should bo had to the relevant conditions of issue set 
forth m the leaflet issued by the Treasury on 2znd December 1941 namely — 

(a) Certificates can be used for the payment of income tax (except undei Schedule 
E) sur tax national defence contnbution excess profits tax and war damage 
contributions under Part I of the 1941 Act but this right is limited to such liabilities 
falling due not less than two months and not more than two years from the date of 
the certificate if so used interest is allowed at i per cent per anilum fiee of tax 

(b) They are not transferable (except under the ordinary law on death bank 
ruptcy etc ) and consequently cannot bo pledged as security 

(c) They may be surrendered after two months against a cash payment but no 
interest is then allowable 

(d) The appropriation of the amount represented by the certificate for any of the 
habihtiea referred to in (a) above or the surrender agamst a cash payment is at the 
option of the holder 

Bocommondatlon 

It IS therefore recommended that — 

(1) The amount of tax reserve certificates held should be shown as a separate 
item in the balance sheet and grouped with the current assets 

(2) The 1 per cent per annum allowed on the surrendoi of the certificates in 
payment of taxation etc , should be treated as mterest and not as a reduction of the 
taxation charge 

Note — It is suggested that accrued iniorost to the date of the balance sheet should 
not bo taken to credit unless the certificates have been surrendered Ijefore the 
balance sheet has been signed 

n WAR DAMAGE CONTRIBUTIONS, PREMIUMS, AND CLAIMS 
War Damage Contrlbutlong 

(а) The War Damage Act, 1941, enacts that contributions under Part I (Proper 
ties) shall be treated for all purposes as outgoings of a capital nature 

(б) The habdity under Parti is referred to as 'the contnbution and is payable 
by five annual mstalmentsf the first of which was due on ist July, 1941 The risk 
penod under the Act of 1941 covered by thus contnbution extended from 3rd Septem 
bar, 1939, to 31st August 1941 

(c) Under the War Damage (Amendment) Act 1942, the nsk period covered by 
the contnbution was extended for all purposes to sist August 1942 and thereafter 
until termmated by an order made by the Treasury and approved by a resolution of 
the House of Commons 

(d) It has been the general practice on the ground of financial prudence to make 
provision for the full contnbution out of available profits or free reserves 

Recommendation 

Bearmg in mind that (i) payment of the contnbution adds nothing to the asset 
values and (u) notwithstandmg (o) above, it is open to directors to achieve the same 

338 
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result by appropriating profits to a reserve equivalent m amount to the contnbution 
if treated as capital the general practice referred to m {d) above is recommended 
But whatever course is adopted the annual accounts should show the facts m order 
that they may bo before the shareholders when approving the accounts 

In cases where the full contribution for the cover has been provided to gist 
August 1942, no provision is considered to be necessary m respect of possible con 
tnbutions for subsequent penods 
War Damage Premiums 

The War Damage Act 1941 enacts that premiums under Fart II (Plant Equip 
ment etc ) shaU similarly be trqated as outgoings of a capital nature 
Bccommendation 

For the same reasons as m the case of Part I and particularly as prenunms under 
Part II cover a risk for a defimte penod under the terms of a pohcy it is recom 
mended that m whatever manner the contnbution under Part I may have been 
treated the premiums under Part II should be provided out of available profits or 
free reserves by reference to the penod covered 

Note — The recommendations made above regarding contnbutions and premiums 
may not be appropnate to certain classes of compames such as statutory companies 
property companies and building societies or where property is held for sale 


War Damage Claims — ^Fixcd Assets 

The treatment in pubhshed accounts of war damage claims on fixed assets is 
already fully covered by a circular letter issued to professional firms on behalf of the 
Council by the Secretary of the Institute dated 20th August 1941 It has, however 
transpired that many industrial accountants are not aware of the Council s recom 
mendations in this connection and accordingly it is considered desirable to include the 
following extracts from the letter referred to — 

The Mimstry of Information have m a considerable number of cases approved 
the use of the following alternative forms of wordmg which have been agreed with 
groups of accountants as a note on balance sheets of compames whose assets have 
suffered from war damage with a view to the avoidance of qualifications in the 


auditors report — 

{a) Owing to the war, adjustments will be required at a future date m respect of 
certain of the assets included in the above account 

(6) Adjustments are required to certain assets which will be dealt with'when the 
position IS fully ascertained 

The Council have had these suggested wordings under consideration, and I am 
instructed to advise you that whilst m many cases the forms of yrordmg might be 
appropriate the Council feel that standard forms of qualifications tend to become 
restrictive and might not be appropriate m all cases Every case must be considered 
on its ments, including the question as to whether the company is a subsidiary where 
a qualification m an auditors report might possibly be unavoidable ^ , 

It is understood that the Mimstry of Information has no desne to standartoo 
any parboular form or forms of words Its sole concern is to advise whether the 
accounts as presented contain information which might be useful to the enemy 
Every case m which accounts are submitted to the Mmistry will be considered wi^ a 
view to allowing the maximum mformation compatible with ^fety to be pubhshed 
In general, the extent to which particulars of damage can be stated^ will depend 
largely on the importance of the particular company to the country s war ettort 
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circumst-inces will anse in respect of profits included in the accounts but not assess 
able until the following fiscal year Turtlier unless pro\ision bo made year by year 
for income tax based on each jear s results the trend of net available profits will not 
be apparent and cases will arise where the profits earned in a succeeding period rviU 
bear a disproportionate charge for taxation — indeed they may ei cn be insufficient 
to meet it 

In the case of pnncipal and subsidiary companies (as defined m the Finance 
(No 2) \ct 1939) excess profits tax is assessable on the principal company in respect 
of the net excess profits of the gioiip The prmcip il eompanj has however the 
option of recovering from any subsidiary the tax charge rclatu e to the excess profits 
of such subsidiary or of crediting any subsidiary with the tax benefit arising from the 
deficiencies of such subsidiary Ihe charge for taxation in the principal company s 
accounts tlius depends upon the exercise (in whole or in part) of the option to allocate 
excess profits tax over subsidiaries and may not be appropriate to the profits shown 
m tlie principal companv s own accounts 

Rocomm oMntlon 

It IS therefore recommended that— 

(1) The charge for income tax should be staled 111 the accounts and subject to 
war time or other special circumstances the charge for national defence contnbution 
or excess profits tax should also bo stated 

(2) (a) The charge for income tax should bo based on the profits earned during the 

period covered by the accounts 

{b) Wliere it has been the practice to charge onl> the minimum or legal 
hability then until full provision has been m ide for income tax on all 
profits up to the date of the Balance Sheet it is desirable whore possible 
to make provision in addition foi or towards the balance of the 
liability for the current and following fiscal years 11ns pro\ ision should 
be shown separately m the Profit and Loss Account 

(c) Whatever method is adopted the bases (1) of the charge and (u) of any 
supplemental provision made for income tax should be disclosed 

(d) Income tax on rev enue taxed before receipt should be included as part of 
the taxation charge for the year and the relative income should be brought 
to credit gross 

(3) In the case of principal compames it should be indicated w hether the provision 
for excess profits tax is m respect of the group or whether the sum charged has been 
arrived at after talnng into account amounts allocated over subsidiary oompames 

(4) Taxation charges may be affected by losses m the current penod denoienoies 
brought forward or adjustments of taxation m respect of previous penods the effect 
of which if matenal should be disclosed Any provision made m excess of the 
amount required to cover the estimated future liability on profits earned to date 
should if material bo similarly disclosed 

{5) Any provision for (or in excess of) the estimated future liability to income tax 
m respect of the fiscal year commencing after the date of the Balance Sheet should 
not be included wdth current Uabilities but should bo grouped with reserves or 
separately stated as a deferred liability and suitably described 
& 

IV THE TRPATBIENT IN ACCOUNTS OF INCOME TAX DEDUCTIBLE FROM 
DIVIDENDS PAYABLE AND ANNUAL CHARGES 

The payment of a dividend to shareholders does not affect the amount of tax 
payable by a company, the assessment bemg on the amount of the profits as adjusted 
for the purposos of income tax 

On the other hand income tax deducted upon payment of debenture and other 
interest royalties and similar annual charges is in effect assessed on a company for 
collection from the payee 

Recommendation 

It IS therefore recommended that — 

(i) {a) Whether dividends are described "less income tax or free of income 
tax ’ the amounts shown in respect thereof in the accounts should be the 
net amounts payable 

(b) Where a company continues the practice of providing for dividends gross 
the narrative should mdicate that the distributions are subject to income 
tax The taxation charge should be arrived at after taking credit for the 
tax deductible on payment of the proposed dividends 
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(2) Aiimial charges for debenture and other uiterest royalties and similai annua! 
payments should be charged gross 

V THE INCLUSION IN ACCOUNTS OP PEOPOSED PEOPIT APPEOPBIATIONS 
Although certain appropriations of profits including dividends recommehded by 
directors are subject to subsequent confirmation by shareholders the inclusion of all 
appropriations in the accounts shows the amount which will be required for distribu- 
tion to the shareholders and completes the accounts for the financial year by shelving 
the results of trading and their apphcation m one account This course avoids the 
inclusion in the accounts of the next period of appropnatioiis which were set out in 
the directors report for the previous period and have already been dealt with and 
disposed of Also it facilitates the hnkmg up of the accounts from one penod to 
another the balance yarned forward to the followmg penod bemg clearly shown in 
the accounts of each year 

EecommendatJon 

It 13 therefore recommended that — 

Provision be made in the books and m the Annual Accounts for proposed profit 
appropnations those subject to confirmation by shareholders being so describe A 
Provision for dividends should be shown as a separate item in the Balance Sheet 


VI EESEEVES AND PROVISIONS 

A true appreciation of the financial position of a company as disclosed by its 
Balance Sheet may be rendered difflenlt or even impossible owmg to lack of mforma 
tion as to the extent of undisclosed reserves and to insufficient distmction bemg made 
between (a) free reserves retained to strengthen the financial position or to meet 
unknown contingencies (6) capital reserves or other reserves not normally regarded 
as available for distnbution as dividend (c) provisions for known contingencies 
and (d) provisions for dimmution in value of assets in excess of normal or estimated 

'^'^'^Tho'te^s ' reserves and provisions’ are commonly regarded as interchange 
able Accounts would be more clearly understood If the term reserve wereapphed 

only to reserves which are free and the term provision were ronfined to amounts 
set aside for specific requirements 

Unless the amounts involved are stated the trend of profits may be obscured by 
iransfemng amounts to or from undisclosed accounts of the nature of free reserves by 
charging abnormal provisions or by ntihzmg provisions no longer required 

Bocommendatlon 

It IS therefore recommended that — 

(1) The following distmction should be made between resep^es which are free Md 
those in the nature of provisions for specific requirements the latter should prefer- 

reseive°'^should be used to denote amounts 
and other surpluses which are not desinied to meet any babih^ at°t^date of 
commitment or diminution in value of assets known to exist as at the date of 

(b) The^erm°^ provision’ should be used to denote amounts set aside out of 

involved cannot be determmed w»th sheet 

(2) Reserves as defined m (i) (a) above, should be disclosed in the Balance Sheet 
The term “Reserve Fund should only be used where a Reserve is specifically 

< 0 . 

normally regarded as latte^gro^ to include any undis 

discbsed m the Balance Sheet under 

13A-(B 15^4) 


as aemicu 

ar more appropriate hea 


Only in 


% 
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'circumstances wlieie disclosme of the amount of a particular provision would clearly 
be detrimental to the intertsts of a company should it bo included under another 
heading for example Creditors the fact that such heading includes Provisions' 
should then be indicated in the narrative 

Where practicable fixed assets m existence at the date of the Balance Sheet 
should be shown at cost and proaisions for depreciation and for diminution in values 
should appeal us separate deductions therefrom 

(4) Subject as in (3) above m regard to proiisioiis the disclosme of which would 
be detrimental to the interests of a company where reserves and provisions arc 
created or increased the amounts inv olved if material and the sources from which 
they have been created or increased should be disclosed m the accounts In all 
cases the utilisation of reserves and of provisions prov cd to hav e been redundant 
should be disclosed m the accounts 

Vn DISCLOSURE OP THE FINANCIAL POSITION AND RESULTS OF SUB 
SUDIARN COMPANIES IN THE ACCOUNTS OP HOLDING COMPANIES 
W'hero a company holds a direct or indirect controlling interest In another com 
pany or companies (referred to m this memorandum as subsidiary undertakings ) 
a true appreciation of the financial position and the trend of results of the group as a 
whole can bo made only if the accounts of the holding companv as a separate legal 
entity take into account or are supplemented b\ information is to the financial 
position and results of the subsidiary undertakings 

the follovvmg arc three methods of disclosing this supplemental informatian 
1 ach has its own value and limitations Ihc first and second methods arc suitable 
only in special cases 

Method (1) To submit copies of the accounts of each of the subsidiary under 
takings 

This method is suitable only w licit it is desired to focus attention on the financial 
position and earnings of each component of the group It is impracticable whore the 
oompames are numerous and in all but the simplest cases the shareholders of the 
holding company could not obtain a true view of the group as a whole without 
considerable explanation of inter company relations 

Method (i) To submit statements of the consolidated assets and habihties and of 
the aggregate earmngs of the subsidiary undeitakmgs as distinct from those of the 
holding company 

This method is of v aluc where it is desired to show the underly mg assets which 
represent the mvesbnent of the holding company in its subsidiary undertalungs or 
particular groups of them and also the earmngs attributable there, to 

Note — As regards methods (i) and (2) if the holding company trades extensively 
with or through its subsidiary undertakings tlic disclosed earmngs of the subsidiary 
undertakings may not by the mselvcs be a true criterion of the real value of the holding 
company s interests m such undertakings m such circumstances their value cannot 
be assessed separately from the value of the group undertaking as a whole 

Method (3) 1 o submit a Consolidated Balance bheel and a Consolidated Profit 
lud Loss Account of the holding company and of its subsidiary undertakings treated 
as one group 

I his method is the most suitable for gener il application 

It must however bo remembered that a Consolidated Balance Sheet is not a 
leeord of the assets and liabilities of a legal entity and that the habihties of eaeh 
company in the group are jiayablo only out of its own assets and not out of the 
combined assets oj the group Also there may be special cases where it may bo 
impracticable or inappropriate to include the figures of a particular subsidiary under 
taking m the consohdation This applies especially in the case of subsidiary under 
takings operatmg overseas where apart from the temporary difficulty of enemy 
occupation there may be restnctions on exchange 

A Consolidated Profit and Loss Account does not suffer to the same extent from 
these limitations and subject to any necessary explanations the aggregate results of 
the group as a whole can be stated Such disclosure is important even if for any 
leason the publication of a complete Consolidated Balance Sheet is impracticable or 
inappropriate 

Recommendation 

It IS therefore recommended that in the case of every holding company — 

(i) With the pubhshed accounts statements should be submitted in the form of 
a Consolidated Balance Sheet and Consolidated Profit and Loss Account or in such 
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e shareholders to obtain a clear view ot the financial 

_ 'roup as a whole 

'(aT Every consolidated statement should indicate — 

(fl) The nature and measure of control adopted as a basis for the inclusion of 
' subsidiary iindertalungs 

lit) The reasons for the non inclusion of any subsidiary undertakings which would 
^ normally be included on the basis adopted for the group 
(c) The procedure adopted in cases where the accounts of subsidiary undertakings 
^ are not made up to the same date as the accounts of the holdmg company 
Id) In the case of subsidiary compames operatmg overseas if relatively important 
^ ^ the basis taken for the conversion of foreign currencies as affecting assets 
liabihties and earnings 

M The Consolidated Balance Sheet should exclude inter company items and 
should show the combined resources of the group and its habihties and assets 
acureeated under suitable headings It should distinguish between capital reserves 
not normally regarded as available for distribution and revenue reserves, including 
those which would be available for distnbution as dividend by the holdmg company 
if brought into its accounts It should also show the interests of outride shareholders 
m the capital and reserves of the subsidiary undertakings and under a septate 
headmg the interests of the group m subsidiary undertakings which have not been 


n of any subsidiary undertakings which would 
31 S adopted for the group 
where the accounts of subsidiary undertakings 
te as the accounts of the holdmg company 
ues operatmg overseas if relatively important 
Sion of foreign currencies as affecting assets 


(4) The Consolidated Profit and I 


IS Account or other information giver 


nenod covered by the accounts after ehmmatmg the efiect of mter company tai^ 
actions It should be in such a form that these aggregate resulte may readily be 
reoSTciled with those shown by the Profit and Loss Account of the holdmg co WV 
m which should be stated sepaiately the aggregate amount included in respect of 
subsidiary undertakmgs whose accounts have not been consolidated 
1 he following »«fe) aim should be separately stated 

la) The aggregate results of any subsidiary undertakmgs the Balance Sheets of 

' ^ which have not been included m the consohdation v 1 

lb) Tte portion of the aggregate net results attributable to outside shareholders 

interests m the subsidiary undertakmgs ^ mm 

(cl The portion of the consohdajed net results attributable to the holding c 
^ ■naniFs interest which remams in the accounts of consohdated subsidiary 
undertakings or the amount by which the dividends from such subsidiary 
SSderiSs Sceed the holdmg company’s share of their earnings for the 

(5) Irofite earned and losses 

5SSS notte KirnSount ai bemg available for distnbution m dividend 
by tlie holdmg company 

Tin FORM OF BALANCE SHEET AND PROFIT AND LOSS ACCOUNT 

Businesses are so “^MidM^orm ?o su^every mmmeraal and 

manner of presenting accounts ^ Me The financial position can 

industrial undertaking IS neither prapho^ various items m the Balance Sheet are 
however be more readily appreciated if ^ results 

rr k‘irs§*ss sz? 

comparative figures of the previous penod are also give 

recommended that subject to Compliance wi^ sto W reqmre 


BALANCE SHEET bainTirB Sheet such as Liabilities" and 

The use of The^vwous items whatever may be 

Assets, is mappropriate and 'J^“f®v^ever b^grouped as indicated below 
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show the aggregate liabilities and assets subject to exchange or other restnctions 
siiccial funds and other special items such as deferred re\enuL expenditure Where 
any material part of a company s liabilities or issets is m foreign currency, the basis 
of com ersion to stciling should be disclost d 

hhftro Capital 

In addition to the authorized and issued amounts of the \ anous classes of capital 
and the redemption date of anj redceniabU preference capital the terms of redemp 
tion should be stated Particulars of any option on unissued capital should also be 
given If dividends on cumulative preference capital are in arrear the gross 
amounts of dividends in arrear or the date up to which the dividends have been 
paid should be stated 

Reserves 

The items to be included m this group are amounts set aside out of prohts and 
other surpluses which are not designed to meet any liabihty contingency comimt 
ment or dumnution m value of assets known to exist as at the date of the Balance 
Sheet Capital and other reserves not normally regarded as available for distribution 
as dividend should be shown separately from those of a revenue nature the latter 
group to include any undistributed balance or by deduction any adverse balance on 
Profit and Loss Account 

A sub total of share capital and reserves should be given to indicate the members 
interest In the company 

DobontuieB, Mortgages and Long term Liabilities 

In this group should be included debentures, mortgages and other long term 
loans or liabilities Where practicable the dates and terms of redemption should be 
stated 

The expression long term Is intended to cover liabilities not due for payment 
until after the lapse of one year from the date of the Balance Sheet 

Amounts Owing to Subsidiary Undertakings 

In addition to the aggregate amount owing to subsidiaiy companies the aggregate 
amount owing to sub subsidiary companies should be disclosed Such aggregate 
amounts may be shown under long term liabilities current habihties or as a separate 
group according to their nature 

Current Liabilities and riovlstons 

The items in this group should be classified to disclose their nature and amount 
including, %nter aha, (a) trade liabilities bills payable and accrued charges (6) bank 
loans and overdrafts (c) other short term loans , (d) mterest accrued on debentures 
and long term liabilities (e) provision for current taxation (see Recommendation 
N6 III) (/) provisions to meet specific commitments or contingencies where the 
amounts Im olved cannpt be determined with substantial accuracy (see Recommenda 
tion No VI) and (g) provision for proposed dividends 

Commitments lor Capital Expenditure 

Where commitments of material amount for capital expenditure exist at the date 
of the Balance Sheet these should be indicated m a suitable note 

Contingent Liabilities 

Contingencies on guarantees, biUS under discount partly paid shares and similar 
items should be dealt with by note 

Fixed Assets 

In this group should be shown under separate headings fixed assets such as 
(a) goodwill, patents and trade marks (6) freehold land and buildings (c) leaseholds 
{d) plant, machinery and equipment, (e) investments acquired and intended to be 
retained for trade purposes 

Where practicable, fixed assets in existence at the date of the Balance Sheet 
should b6 shown at cost and the aggregate of the provisions for depreciation and for 
diminution m values up to that date should appear as deductions therefrom 

Shares in and Amounts Owing Irom Subsidiary Undertakings 

In addition to the aggregate amount of shares in, and the aggregate amount 
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owing from subsidiary companies which must be stated separately in accordance 
with the Companies \.cb 1929 the aggregate amount owmg from sub subsidiary 
companies should also he stated The aggregate amounts owmg from subsidiary and 
sub subsidiary companies may be shown under fixed assets current assets or as a 
separate group according to their nature 

■^ote — In the Balance Sheets of subsidiary and of sub subsidiary compames 
the aggregate amount of shares in and the aggregate amounts owmg to and from 
the ultimate holding company and its snbsidiaiy undertakings should be stated 
separate!} 

Current Assets 

111 this gioup should be mcluded such assets as are held for realization m the 
ordinary course of busmess They should be stated separately in appropriate 
sequence and normally include (a) stock m trade and work m progress (6) trade 
and other debtors prepayments and bills receivable (c) investments held as part of 
the liquid resources of the company (d) tax reserve certificates (e) bank balances 
and cash 

^ote Debts of material amount not due until after the lapse of one year from 

the date of the Balance Sheet should be separately grouped and suitably described 


Preliminary and Issue Expenses, etc 

In this group should be included parfaculars and amounts of expenditure such as 
preliminary expenses issue expenses and discount on capital issues not wntten ofi 


profit and loss account 

The Profit and Loss Account should be presented m such a form as to mve a cl^r 
disclosure of the results of the period and the amount available for appropriation for 
which purpose it may conveniently be divided into sections 

Such a disclosure imphes substantial uniformity m the accounting ptmciples 
apphed as between successive accounting periods any orange of a material natare 
such as a vanation in the basis of stock valuation or m the meihod of providing for 
depreciation or taxation should be disclosed if its efieot ^to^ the 
aoLunt should disclose any matenal respects in which it mclndes extraneous or 
non recurrent items or those of an exceptional nature and should also 1“ *0 ^}j® 
omissm^f any item relative to, or the inclusion of any item not relative to the 

Hmviv^^S^supplemental detail of the tradmg results may be given the 
follS^rtter shoul^Pbe stated separately m addition to those required by 
Statute — , , , 

(а) Income (gross) from investments m subsidiary undertakmgs 

Note -The treatment of income from subsidiary ^>idertakmgs ^ d^en^^ 

referred to below relative to the group as a whole 

(б) Income (gross) from other 

(cl Depreciation and amortization of fixed i,„uihties 

U other to •;»««« 

m am.Lt, wUah «. abao-d m ...ur. „ 

are subiect to confirmation by the sh^eholders 
(1) Balances brought in and earned forward 
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COMPARATIVE PIGURLS 

Compaiatne lii'iires of tlie previous period (prepaied oil the same basis as those 
foi the pttiod unckr review) should he {.'ll on both in the balance Sheet and in the 
Profit and Loss Account 

mSCLOSURl OP INTORMATION 

If directors of a company desire to disclose in their report information which but 
for its inclusion in the report, would be required to be disclosed in the accounts the 
lelative paragraphs in the report should be clearly distinguished from the remainder 
of the report and specifically referred to in the accounts 
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